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FINANCIAL POLICIES FOR SUSTAINABLE GROWTH* 


Hon. Rosert B. ANDERSON 


Treasury Department 


DuRING MY FEW years in Washington, I have become more and 
more impressed with the need for better communication between 
government officials and economists outside government, particular- 
ly those in universities and research organizations. We need to en- 
courage a greater interchange of ideas. Some of the most perplexing 
and crucial problems of public policy cluster around the economic 
problem. Thus the professional economist, more than ever before, 
has a significant and unique contribution to make to public policy. 

In addition, the professional economist outside government can 
help government officials maintain perspective in the approach to 
policy. Life in Washington is such that the broader aspects of policy 
problems can be obscured by day-to-day problems. It is your duty— 
both to your country and to your profession—to examine critically 
and objectively all the economic policy actions in government and 
to speak out forcefully on what you consider to be their merit or 
lack of merit. In particular, we should work together to guard 
against actions designed to cope with short-run problems which may 
complicate the attainment of our more basic long-run goals. 

Before we examine the use of federal financial policies to promote 
our economic goals, I should like to discuss briefly the goals as such. 
Sustainable economic growth—not just any kind of growth—is the 
major goal of economic policy. A forced, ultra-high rate of growth 
is not an appropriate objective in a free-choice market economy. 
Economic freedom means the right to dispose of our incomes as we 
see fit—to consume or to save, to invest or not to invest. These de- 
cisions, arrived at freely and independently by millions of people 
and institutions, are a controlling factor in the growth process. 

* This paper was presented at a joint luncheon meeting of the American Finance 
Association and the American Economic Association in Washington, D.C., on December 


29, 1959. The program was under the chairmanship of James J. O’Leary, Life Insurance 
Association of America. 
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Undue emphasis on growth for its own sake can result in growth 
of the wrong kind, such as the production of goods that people do 
not want which end up as surplus goods in government warehouses— 
goods which represent inefficient and wasteful use of our economic 
resources. And heavy emphasis on growth for its own sake can 
contribute to distortions and imbalances that would hamper future 
growth. 

It is sustainable growth that we seek, not solely as an overriding 
goal of policy, but primarily because its attainment implies success 
in achieving other highly important and long-accepted goals. For 
example, we cannot achieve a high and sustained rate of growth if 
we are confronted with serious and long-lasting underutilization of 
labor and other resources. Thus the maintenance of adequate em- 
ployment opportunities for those able, willing, and seeking to work— 
which is highly important for its own sake—is also an integral part 
of the growth process. Nor can we, in my judgment, attain a high 
and sustained rate of growth in the face of either an actual or an 
expected progressive decline in the purchasing power of the dollar. 

The importance of avoiding inflation deserves special emphasis. 
Surely, the rate of economic growth in the future, which depends so 
heavily on a high rate of saving and capital formation today, will be 
stunted if fear of inflation is allowed to impair the will to save in 
traditional, fixed-dollar forms. And surely an unsustainable upsurge 
in economic activity, based on expectation of inflation, is likely to 
be followed by a fall back to a lower level of activity and consequent 
underutilization of our economic resources. Inflation, either in the 
form of a gradual, insidious upward creep in the price level or as a 
rapid upthrust of costs and prices, is the enemy of growth. 

Some people have interpreted this concern with inflation as re- 
flecting a desire to roll back prices to some earlier level, in order to 
restore the purchasing power of the dollar to its status ten or per- 
haps twenty years ago. This would be a highly unrealistic goal. 
While there is much to be said for a gradual decline in the price 
level as productivity increases, so that at least part of the fruits of 
greater efficiency could be passed on to the consumer, we have no 
desire to force prices drastically lower within a short period of time. 
The proper goal with respect to the price level is, first, to stop the 
erosion in the purchasing power of the dollar that has taken place 
over the last two decades and, second, to eliminate in the process any 
mistaken expectation that the value of the dollar will continue to 
decline. 
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Recent developments in the international economy also provide 
convincing evidence of the need for maintaining a strong dollar. The 
world economy of today is markedly different from that of the early 
postwar years. Reconstruction of the war-torn industrial economies 
abroad has been largely achieved. These industrial nations have 
made impressive and heartening progress in rebuilding, improving, 
and enlarging their productive facilities. The result has been a 
marked increase in the competitive capacities of industrial countries 
abroad. The financial counterpart of this change in the international 
economy has been a remarkable strengthening of the currencies of 
these industrial countries and the disappearance of the foreign-ex- 
change difficulties that earlier plagued these countries. 

These important economic and financial developments—coupled 
with a large outflow of dollars from this country in the form of 
private capital, government loans and grants, and military expendi- 
tures abroad—have been reflected in a series of deficits in this 
country’s international balance of payments. The deficits, measured 
by gold and liquid-dollar gains by foreigners on their transactions 
with the United States, have occurred in each year since 1950—with 
the exception of 1957—but in 1958 and 1959 rose to a very high 
level. The deficit for 1959 is likely to approach $4 billion. Current 
trends indicate that our deficit in 1960 will be somewhat smaller, 
reflecting to an important extent a temporary increase in foreign 
demand for certain types of exports, but it seems likely that the 
deficit will continue to be relatively large. We should not interpret 
short-run improvements in our balance-of-payments position as nec- 
essarily indicating that our problems have ended. 

The circumstances in which we find ourselves are novel from our 
standpoint. They require a reorientation of thinking in this country 
with respect to international economic and financial policies. It 
would not be responsible to conclude that the United States can 
continue safely to sustain for a long period of years deficits of the 
magnitude of 1958 or 1959 or the somewhat reduced deficit in pros- 
pect for 1960. 

The dollar is the major reserve currency of the world. This func- 
tion can be served efficiently only if foreign holders of dollar claims, 
who now have a sizable financial stake in the way in which we man- 
age our affairs, continue to have confidence in the dollar’s basic 
worth and stability. Under these circumstances, a responsible gov- 
ernment must adopt measures and encourage actions at home and 
abroad that, over time, will reduce the size of the deficit and have 
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as their long-range objective a satisfactory equilibrium in our over- 
all payments position. Such steps are essential if we are to maintain 
a sound basis for providing capital on a large scale to underdevel- 
oped countries and to meet our other important national and inter- 
national obligations. 

This Administration’s attack on this problem will continue to be 
consistent with our vital goal of promoting multilateral world trade. 
It will, in short, be directed, not toward protectionism and restric- 
tion, but toward liberalization and expansion of world commerce. 
Basic to this goal are our efforts to control inflation and thus to 
maintain a competitive cost-price structure. 

During recent months the Administration has been reviewing the 
government’s policies of foreign loans and grants in the light of 
the basic shifts in the world’s economic and financial situation. In 
light of these same shifts, we shall continue to search out appro- 
priate ways of encouraging American exports of goods and services, 
to press for removal of discriminatory restrictions on dollar imports 
abroad, and to encourage other industrial countries to participate 
more adequately in the provision of capital to underdeveloped 
countries. 

As a member of the United States delegation to the NATO meet- 
ing in Paris earlier this month, I found broad support and approval 
for the actions that this country has taken thus far to improve its 
balance-of-payments position. Responsible European observers and 
officials, recognizing the basic importance of a strong dollar to the 
future economic and military strength of the free world, have a 
keen awareness of the practical necessity for improvement in the 
United States balance-of-payments position. 

Much more could he said concerning the significance of balance- 
of-payments developments for our internal economic policies. How- 
ever, the major conclusion is that these developments provide an- 
other important reason for maintaining stability in the price level as 
we pursue our goals relating to growth and employment. 

Federal financial policies, as I use the term today, include govern- 
ment actions with respect to the budget, monetary management, and 
debt operations. In discussing budget policy, we are not looking at - 
the tax structure as such but at the over-all relationship between 
federal expenditures and revenues as reflected in a budgetary sur- 
plus, deficit, or balance. 

Government financial actions have a significant impact on total 
demand. Recognizing this, a sizable group of economists advocates 
the active and co-ordinated use of the policies in an anticyclical 
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manner. According to this view, a period of actual or threatening 
inflation, arising from pressures of demand, would call for a sub- 
stantial surplus in the federal budget. This would be achieved by an 
increase in tax rates, a relative decline in expenditures, or some 
combination of the two. Such a surplus, it is argued, would help 
dampen total demand, inasmuch as government spending would fall 
short of tax revenues. Monetary policy, appropriately directed to- 
ward restraint, would help prevent excessive credit expansion from 
adding unduly to total spending for goods and services. 

In this scheme of things, debt management in an inflationary en- 
vironment would play a supporting, but nevertheless important, role. 
Treasury cash and refunding operations would be concentrated in 
securities of relatively long maturity. In addition, the proceeds of 
the federal surplus would be used to retire short-term debt. In boom 
periods, therefore, the average maturity of the public debt would be 
significantly lengthened, and liquidity in the economy would be re- 
duced, thereby helping further to dampen spending. 

Consistent with this countercyclical approach, the program would 
be consciously reversed during a recession. Reductions in tax rates 
and increases in expenditures would contribute to a large deficit in 
the budget. Monetary policy would be directed toward ease, in 
order to encourage expansion in credit and the money supply. Em- 
phasis in debt management would be shifted strongly toward short- 
term financing, and a large portion of the securities sold to finance 
the deficit and in refunding operations would probably be taken up 
by the banking system. 

In my judgment, this approach to the problem of countering 
cyclical swings in order to promote sustainable growth has some 
serious shortcomings. I am not referring to the desirability of 
achieving budget surpluses in prosperous periods and deficits in re- 
cessions or to the flexible use of monetary policy to dampen credit 
expansion in booms and to stimulate expansion in recessions. What 
I am referring to are difficulties encountered in the use of budget 
policy and debt management in the described manner. 

From the standpoint of budget policy, a basic consideration is 
that decisions as to taxes and spending programs often reflect many 
factors other than broad economic considerations. The timely use 
of budget policy as a conscious countercyclical weapon is also in- 
fluenced by the fact that authority over taxation and spending is 
the joint responsibility of the Executive and the Congress and is not 
centered in one branch of the government. 

Furthermore, experience in the postwar period indicates that it 
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is much easier to achieve a deficit in a recession than a surplus in a 
boom. Large deficits in recessions, only partially offset by modest 
surpluses in periods of high and rising activity, tend to complicate 
the task of achieving sustainable growth in two ways. First, the net 
deficit of the federal government over a period of years adds to in- 
flationary pressures. Second, flexible and timely administration of 
monetary policy may become more difficult in view of the complica- 
tions that are likely to arise from Treasury efforts to manage a 
growing public debt. 

We must also recognize the burden that a large public debt can 
place on future generations. This burden does not refer to the re- 
sources used up by government spending financed through borrow- 
ing; the extent to which such costs can be shifted to the future is 
exceedingly limited. Rather, the burden consists of the economic 
effects of managing a large debt and the impact of the taxes that 
must be levied to service it. The transfer operation involved in in- 
terest payments on the debt is hardly frictionless; it involves addi- 
tional government expense, a considerable degree of taxpayer irrita- 
tion, and—of primary importance—a significant effect on incentives 
in the private sector of the economy. We cannot, therefore, accept 
the false comfort of the view that, simply because ‘“‘we owe most of 
the debt to ourselves,” a large public debt is of no real economic 
concern. 

Moreover, attempts to vary tax rates and spending to help smooth 
the business cycle may well have perverse effects. Changes in tax 
rates and spending may sometimes take so long to plan, legislate, 
and put into effect that many months may elapse from the time the 
need for action becomes clear until the change in budget position 
affects total spending. By the time the actions become effective, the 
economy may have changed radically, with the result that large 
deficits have their major impact during periods of rising business 
activity and vice versa. Any proposals for an arrangement that 
would permit some sort of administrative variation in tax rates to 
counter cyclical trends, such as vesting additional authority in the 
Executive Branch, do not seem to be feasible—or desirable—under 
our form of government. 

Do these considerations imply that we are left only with the al- 
ternative of attempting to achieve a rigorous balance in the budget, 
year in and year out? In my judgment, they do not. The goal of a 
surplus in the budget during prosperous periods and, on the average, 
over a longer period of time also is highly desirable. Moreover, in 
view of large automatic swings in tax receipts and spending over 
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the cycle, budget deficits of moderate size are probably unavoidable 
—and, indeed, desirable—during periods of declining business 
activity. 

Consequently, we should, in my opinion, give serious considera- 
tion to operating under some variation of the stabilizing budget pro- 
posal, in which budget policy, year in and year out, would be geared 
to the attainment of a surplus under conditions of strong business 
activity and relatively complete use of economic resources. On this 
basis, during a recession, the automatic decline in revenues and in- 
crease in expenditures—reflecting in part the operation of the so- 
called “built-in stabilizers’ —would generate a moderate deficit. In 
prosperous periods, tax receipts would automatically rise, and cer- 
tain types of spending would contract, producing a surplus. Then, 
over the period of a complete business cycle, a surplus for debt 
retirement would be achieved, but without the disrupting effects of 
attempts to balance the budget in recessions. Intentional variations 
in tax rates or spending programs for cyclical purposes would thus 
be kept to a minimum, although conditions might well arise in which 
such variations would be desirable. 

Monetary policy—the second federal financial policy—should 
continue to be administered flexibly in combating inflation and re- 
cession. Achievement of a net federal surplus over the business 
cycle as a whole would significantly ease the task confronting the 
monetary authorities and, in addition, would reduce the extent to 
which we may be forced to rely on monetary policy as a stabilization 
device. In my judgment, the lack of adequate surpluses in the 
prosperous years following World War II, which has resulted in a 
more than $30 billion increase in the public debt since the end of 
war financing, has meant that monetary policy has been called upon 
to bear more than its proper share of the burden in promoting sus- 
tainable economic growth. This unavoidably heavy reliance on 
monetary policy may have contributed to wider swings in interest 
rates and capital values than would have been necessary if budgetary 
surpluses had been adequate. But it seems incorrect to argue that 
monetary policy has assumed too large a role; the conclusion is 
rather that the degree of monetary restraint has had to be greater 
than would have been the case if budgetary surpluses had been 
adequate. 

To some economists, Treasury debt management—the third fed- 
eral financial policy—affords a highly useful technique for promoting 
sustainable economic growth. They point out that, in contrast with 
budget policy, authority to manage *’~ debt is centered in a single 
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department of government, so that many of the problems of lags 
involved in budget policy are not encountered. The positive use of 
debt management to promote sustainable economic growth would 
be as described earlier, involving heavy reliance on long-term financ- 
ing during periods of high and rising business activity and a shift 
to short-term financing during recessions. The difficulties that would 
be encountered in this approach are by no means insurmountable, 
but they are certainly formidable. 

An important practical consideration arises from the overriding 
need for the Treasury to meet the government’s fiscal requirements. 
Under some circumstances, a pressing need for cash may, in effect, 
force the Treasury to market short-term issues, for which there is 
a broad and consistent demand, even though spending in the econ- 
omy may be rising rapidly relative to productive capacity. 

It is not widely recognized that the marketable debt has increased 
by more than $20 billion during the last eighteen months. This expan- 
sion in the marketable debt reflected the need to finance, in effect, a 
$124 billion deficit in fiscal year 1959 and a $53 billion seasonal 
deficit in the last six months, as well as more than $2 billion in 
maturing F and G savings bonds and other debt over the eighteen 
months as a whole. Borrowing requirements of this magnitude, dur- 
ing a period of strong economic activity and sharply expanding 
private credit demands, make it exceedingly difficult to use debt 
management as an active anti-inflationary instrument. This is sim- 
ply another way of saying that an inappropriate budget situation— 
such as a large deficit that must be financed during a period of vigor- 
ous economic recovery—can severely complicate debt management. 

A second complicating factor arises from the current imbalance 
in the public debt structure and the tendency for the debt to grow 
shorter in maturity simply as a result of the passage of time. At the 
present time, $80 billion of the $188 billion of marketable securities 
mature within one year. Even though this is the largest amount of 
under-one-year debt since the end of 1953, we must realize that the 
liquidity requirements of our economy, reflecting the demands of 
commercial banks, non-financial business corporations, state and 
local government funds, and foreign investors, can support a rela- 
tively large short-term debt. This total may be higher than we would 
like to see it at the moment, but we do not view it as excessively 
high from a long-run standpoint. 
| The real problem revolves around the debt maturing in from one 
to five years, which has increased from $33 billion in 1953 to $61 

_ billion at the present time. Even if within the next five years the 
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total marketable debt and the under-one-year debt does not expand, 
$22 billion of securities will tumble into the one-to-five-year range 
simply as a result of the passage of time. 

Debt lengthening must, therefore, continue to be a high-priority 
goal of debt management. Otherwise, we shall ultimately arrive at 
a position in which the liquidity instruments of the economy embody 
a highly dangerous inflationary potential and, in addition, Treasury 
debt operations will occur even more frequently and in larger 
amounts. This would severely complicate the attainment of sustain- 
able economic growth. 

Rigid application of the countercyclical approach to debt manage- 
ment, as envisaged by advocates of the approach, would involve 
additional difficulties. Heavy reliance on short-term financing to help 
combat a recession would contribute to a large buildup of near-term 
maturities, which would very likely have to be refinanced in a period 
of rapid business recovery. 

Of even greater importance is the possibility that the liquidity 
represented by the increase in short-term debt might unduly com- 
plicate our efforts to avoid an unsustainable upsurge during the 
succeeding business expansion. The existence of a relatively large 
volume of highly liquid short-term securities provides considerable 
scope for expansion in the velocity of money as economic activity 
improves. This is because the holder who desires to liquidate a 
short-term security—whether it be a financial institution obtaining 
funds for lending or a business corporation or other holder obtain- 
ing funds to spend for goods and services—can sell the security in 
the market at a price very close to its maturity value or simply 
allow the security to run off at maturity. Thus, even though the 
money supply may not increase, there would probably be a shift in 
idle balances, from buyers to sellers of short-term securities, that 
would facilitate an increase in total spending. The greater the po- 
tential increase in velocity during a boom period—as reflected in 
part in the existing volume of short-term Treasury debt—the less 
the effectiveness of a given degree of restraint on the money supply 
in limiting inflationary pressures. 

One method of avoiding so large a buildup in liquidity during a 
recession is to rely heavily on new government security issues of 
intermediate-term maturity. Such issues tend to be bought by com- 
mercial banks in their attempts to bolster earnings in the face of a 
slackening loan demand and falling interest rates. As banks purchase 
these obligations with reserves made available by an expansive 
monetary policy, bank credit and the money supply tend to grow, 
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thereby helping to counteract recessionary pressures. If, in a later 
period of business expansion, interest rates rise and market values 
of these intermediate-term issues decline, banks may continue to 
hold a large portion of the obligations to avoid taking losses. Mone- 
tary policy would thereby be reinforced, rather than hampered, as 
might be the result of large-scale bank liquidation of short-term 
government securities. In addition, some badly needed lengthening 
in the maturity of the debt could be achieved. 

Treasury debt management in the recession of 1957-58 was con- 
sistent with this approach. Only $34 billion of truly long-term bonds 
—over ten years’ maturity—were sold in the last two months of 
1957 and the first half of 1958, but $174 billion of securities matur- 
ing in four to ten years were marketed. Banks subscribed heavily 
to these intermediate-term securities; their total loans and invest- 
ments expanded at a rapid rate; and, as a consequence, a substan- 
tial amount of monetary growth occurred. In addition, significant 
progress was made in lengthening the average maturity of the debt. 

During periods of rapid business expansion the opportunities to 
sell substantial amounts of long-term Treasury securities—as would 
be required under the countercyclical apprbach—are often quite 
limited. This may in part reflect the impact of expectations of 
higher interest rates and rising prices for goods and services. In 
addition, the competition for long-term money may be especially 
severe. Part of this competition has, in efféct; been created by the 
government itself, as reflected in the large expansion in federally 
guaranteed or insured mortgages and other securities that bear some 
sort of government support. The competitive position of state and 
local government issues is enhanced by the tax-exemption privilege. 
Moreover, the relative attractiveness of nearly all types of private 
securities, as compared with government issues, has been increased 
by growing confidence that severe recessions and depressions will 
be avoided. 

These impediments to marketing large amounts of long-term is- 
sues are likely to exist in any period of strong business activity. As 
you know, however, there exists today a wholly artificial restriction 
on the ability of the Treasury to achieve debt lengthening. I refer 
to the 4} per cent interest-rate ceiling on new issues of Treasury 
bonds, enacted in 1918, which under today’s market conditions 
prevents the Treasury from issuing any new marketable securities 
of more than five years’ maturity for cash or in exchange for securi- 
ties at maturity or in advance of maturity. 

Thus the ceiling completely prevents us from any significant 
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amount of debt lengthening, for the purpose either of reducing the 
volume of liquidity instruments in the economy or of contributing 
to a better balance in the debt structure by selling a reasonable 
amount of longer-term issues. In addition, the existence of the ceil- 
ing contributes to higher, rather than lower, interest rates on gov- 
ernment securities, simply because the Treasury must aggressively 
compete with other borrowers in a limited sector of the market, 
rather than prudently spreading its issues over other maturity sec- 
tors. Sole reliance by the Treasury on short-term financing tends to 
drive short-term rates to higher levels than would otherwise prevail. 
This not only reacts quickly on the cost of carrying the public debt, 
because of the large amount of securities that must be refunded 
each year, but also unduly raises the cost of short-term financing to 
all other borrowers. 

We in the Treasury have attempted to cope with this situation by 
relying as much as possible on new issues in the four-to-five—year 
maturity range; $10 billion of these issues have been sold in the 
last six months. But there is a limit to the amount of funds that can 
be raised in this sector of the market without driving interest rates 
on such maturities to very high levels. Moreover, the rates that we 
have had to pay on such issues—ranging as high as 5 per cent—are, 
in our judgment higher than the rates that would have been neces- 
sary to market a moderate amount of longer-term securities. In our 
opinion, the shift of even a moderate amount of debt from the one- 
to-five-year area to longer-term status, because of its marginal im- 
pact, would have significantly dampened the sharp rise in short-term 
rates that occurred in 1959. 

Some of those who oppose removal of the interest-rate ceiling 
maintain that, judging by experience in recent years, the Treasury 
would not offer a large amount of longer-term issues even if the 
ceiling were eliminated. This is true. We told the Congress last 
summer that if and when the ceiling is removed, we would have no 
intention of unduly competing for long-term funds by flooding the 
market with Treasury bonds; the amount of new cash issues or 
those offered in exchange for maturing securities would probably be 
relatively modest in amount. 

But we do believe tliat we could make significant progress in debt 
lengthening by engaging in another type of debt operation, referred 
to as “advance refunding.” In the long-term sector, advance re- 
funding would involve the exchange of new long-term Treasury se- 
curities for outstanding bonds which still have a number of years to 
run until final maturity. Investors participating in the operation 
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would simply exchange existing bonds from their portfolios for newly 
issued longer obligations of approximately equal market value. Al- 
though the maturity of the debt, on the average, would be extended, 
this would occur without the disruptive effects of new cash issues 
or the market churning that accompanies refunding offerings of long- 
term bonds for maturing issues as the short-term investors who hold 
the maturing securities sell their “rights” to long-term investors. 
Similarly, holders of government obligations maturing in two to 
three years could be offered the opportunity of exchanging for new 
issues in the five-to-ten—year range. 

Legislation passed in the last session of Congress, which permits 
the Secretary of the Treasury to allow holders of securities refunded 
in advance to postpone for tax purposes any gain or loss on the 
operation, will facilitate this type of exchange. Unfortunately, how- 
ever, this promising technique cannot be used for refunding beyond 
five years until the 4} per cent ceiling is removed or, alternatively, 
until the cost of long-term borrowing declines below 4} per cent. 
This is because the true cost to the Treasury of any long-term fi- 
nancing—whether through advance refunding or other methods— 
would, under current conditions, be greater than 4} per cent. 

Last summer the President, in referring to his request for removal 
of the interest-rate ceiling, stated that no more important issue had 
come before that session of Congress. The need for removal is even 
more pressing today. In the forthcoming session of Congress, we 
shall urge action on the request with all the vigor that we can 
command. 

The economics profession is today confronted with a challenge 
in restudying and arriving at sound and constructive conclusions 
with respect to national financial problems. Some of the thinking 
about budget and debt-management policies may not always be 
sufficiently cognizant of certain practical considerations, as well as 
the perverse effects that can easily occur as economic conditions 
shift rapidly and policies have to be changed. As you reach your 
conclusions, I can assure you that your ideas will always receive a 
responsive audience from those of us who share responsibility for 
federal financial policies. 

The question of fiscal and monetary discipline—because of both 
its domestic and its international implications—may well become a 
great issue in the 1960’s. This is an issue that should be above 
partisan considerations; the stakes are much too high for anything 
other than a non-partisan approach. This means that you must re- 
double your efforts in helping to broaden public understanding of 
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the operation of our fiscal and monetary system. It means also that 
the role of the professional economist in government or as an ad- 
viser to government, which has expanded so greatly during the last 
three decades, may be destined to become even more important. The 
skill and objectivity with which you fulfil these vital obligations may 
well be the determining factor in the world-wide struggle between 
economic systems and ideologies. 

We have before us the greatest opportunity in history. We are a 
rich country with vast resources. We occupy a leading position 
among the nations of the world. All that is required of us is that we 
manage our affairs prudently and abide by the disciplines of eco- 
nomics that the past has proved to be sound. If we do that, there is 
no reason why we do not stand on the threshold of the greatest 
opportunity this nation has ever known. 








GROSS FLOWS OF FUNDS THROUGH SAVINGS 
INSTITUTIONS: TRENDS AND 
UNDERLYING FACTORS 


GROSS FLOWS OF FUNDS THROUGH LIFE 
INSURANCE COMPANIES* 


KENNETH M. WRIGHT 
Life Insurance Association of America 


THE Topic of this paper is the recent trends and factors influencing 
the gross flow of savings and investment funds through life insurance 
companies in the United States. I think it will become apparent that 
the kinds of flow which must be examined in the case of life insur- 
ance are far more complex than for deposit-type savings institutions 
such as mutual savings banks and savings and loan associations. 
This complexity stems from the dual nature of life insurance both 
as a means of financial savings and as a form of financial protection 
for the families of those insured. Other savings institutions provide 
the medium for gathering savings and investing them in the econ- 
omy; life insurance companies provide not only a medium for saving 
but also protection based on the spreading of risks and the calcula- 
tion of life-expectancy. 

During the past few years, a little-noticed trend has been emerg- 
ing: life insurance companies have experienced a reduction in the 
net inflow of funds which may be termed “policyholders’ savings.” 
From an annual growth rate of about 7} per cent in the late 1940’s, 
saving through life insurance has declined during the 1950’s to a 
growth rate of only 55 per cent in 1957 and 1958. This is the lowest 
percentage gain since 1920 with the exception of the worst depres- 
sion years—1931, 1932, and 1933. In absolute dollar terms, life in- 
surance saving registered a drop from $5.6 billion in 1956 to only 
$5.2 billion in 1957 and $5.3 billion in 1958. 

At first glance, the explanation for this recent downturn might ap- 

* This paper by Kenneth M. Wright and the following papers by Charles M. Torrance 
and J. Brooke Willis were presented at a meeting of the American Finance Association 


in Washington, D.C., on December 30, 1959. The program was under the chairmanship 
of Eleanor S. Daniel, Mutual Life Insurance Company of New York, 
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pear simple, namely, that 1957 and 1958 were years of recession and 
unemployment and that a decline in saving might be expected to oc- 
cur just as it had in 1931-33. However, there was no similar decline 
in the absolute amount of life insurance saving during the two earlier 
postwar recessions. Apparently, forces other than merely unemploy- 
ment and declining incomes were at work to bring about the decline 
of 1957 and 1958. To look deeper into this trend for causative fac- 
tors, the first part of this paper will examine, for the period since 
1951, the major gross inflows and outflows of savings funds through 
the life insurance business, such as premiums, benefits, investment 
income, and expenses. The second part of this paper will continue to 
examine gross flows in terms of investment funds passing through 
life insurance companies into the capital market, including the amor- 
tization, redemption, and sale of bonds and mortgages, as well as the 
net inflow of new savings. 

To summarize the conclusions at the outset, the principle findings 
of this study of the gross flows are as follows. First, a strong shift 
has taken place in the “product mix” of life insurance toward term 
insurance and away from plans with a substantial savings element, 
apparently stemming from public fears of inflation and a consequent 
reluctance to save through long-term fixed-dollar contracts. Second, 
in addition to whatever effect rising unemployment may have on 
new purchases of life insurance, an adverse effect on life insurance 
saving appears to result from the impact of recession on policy loans 
and surrender benefits. This is noticeable for both the 1953-54 and 
the 1957-58 recessions. Third, rising interest rates in other parts of 
the economy have had an adverse effect on life insurance saving be- 
cause of the impact on policy loans and supplementary contracts. 
This factor made itself felt in 1956, when the level of employment 
was quite high. Finally, the impact of savings trends, interest-rate 
movements, and other capital-market factors acting on the gross 
flow of investment funds is traced out for the years 1957 and 1958. 


Gross Flows AND LIFE INSURANCE SAVING 


The major items of gross inflow and gross outflow which produced 
the net accumulation of individuals’ saving in life insurance for the 
years 1952 through 1958 are set forth in Table 1. This period has 
been chosen because data on a fairly complete and consistent basis 
are available for these years. These statistics, hitherto unpublished 
in this detail, are drawn from the combined annual statements of all 
legal reserve life insurance companies in the United States, as tabu- 
lated by the Institute of Life Insurance. A brief description of each 
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TABLE 1 
GROSS FLOW OF SAVINGS THROUGH UNITED STATES LIFE 
INSURANCE COMPANIES: ACCRUAL BASIS 
(In Millions of Dollars) 








1952 1953 1954 1955 1956 1957 1958 
8,322 8,968 9,448 10,191 10,885 11,649 12,177 
1,561 1,879 2,115 2,356 2,699 3,126 3 , 294 
707 737 777 794 778 774 818 
226 250 280 312 354 386 424 
2,160 2,353 2,590 2,801 3 ,063 3 ,331 3,492 
383 378 448 506 515 566 689 
63 84 69 91 86 67 43 
13 ,422 14 ,649 15 ,727 17,051 18,380 19 ,899 20,937 
3 448 3,742 4,060 4,398 4,796 5 ,467 5 ,900 
1,055 1,248 1,393 1,598 1,902 2,282 2,425 
621 666 693 738 808 902 881 
111 126 153 169 192 235 274 
2,265 2,498 2,697 2,932 3,240 3,631 3,864 
832 941 1,062 1, 203 1,304 1,427 1,517 
36 44 55 68 54 47 49 
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TABLE 1—Continued 


1952 1953 1954 1955 1956 1957 1958 

Dividends 

to stock- 

holders. . 59 92 91 105 135 137 153 
Interest on 

policy or 

contract 

funds.... 10 11 13 15 18 22 25 
Policy loan 

exten- 

sions. ... 506 579 661 669 744 916 1,008 
Less: due 

and un- 

paid 

items... . 318 298 369 355 382 368 498 











Gross 
out- 


flow. 8,625 9,649 10,509 11,540 12,811 14 ,698 15 ,598 














Net inflow 
of funds. 4,797 5,000 5,218 5,511 5,569 5,201 5,339 


Plus: net in- 
crease in 
policy . 
loans. ... , 123 201 213 163 229 350 319 
Plus: net 
capital 
gains.... 177 
Minus: net 
capital 
losses... . 
Net in- 
crease in 
total as- 


e.....) Se 5,158 5,953 5,946 5,579 5,298 6,271 


ore sags 522 272 


category may be helpful in understanding the nature of the flows 
specified. 

Premiums on life insurance and annuity policies constitute by far 
the largest single source of life company income. The data of Table 
1 relate to all forms of such policies, reflecting premiums on out- 
standing policies as well as new business. Life companies are also 
important in the accident and health insurance field, and the pre- 
miums from this type of business have grown rapidly in recent years. 
The category shown as “consideration for supplementary contracts” 
represents the funds received through settlement options on life and 
annuity policies. The simplest example of such contracts would be 
the case of a widow taking her life insurance benefits in the form of 
monthly income for a fixed period of years or for the remainder of 
her life rather than as a lump-sum payment equal to the face amount 
of the policy. In contrast to premium income, consideration for sup- 
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plementary contracts is an internal flow of funds, since it arises 
from life insurance benefits which are turned back to the company 
for later disbursement rather than being paid out in cash. Dividends 
left on deposit are another form of internal flow, arising from pol- 
icyholder decisions to leave dividends to accumulate at interest with 
the company. 

Investment income constitutes a major form of inflow for life com- 
panies, second in amount only to life and annuity premiums. The 
investment income data in Table 1 are on a net basis, i.e., after de- 
ducting investment expenses, depreciation on real estate, and federal 
income taxes associated with investment income. Consistent data for 
the 1952-58 period are available only for net investment income, 
but more complete data on gross investment income for the preced- 
ing three years indicate that the net figures understate the gross 
amounts by approximately one-sixth. Showing investment income on 
a net basis rather than in gross terms has the effect of reducing the 
gross inflow of all types of income by about 34 per cent but has no 
effect upon the net inflow of funds to be discussed later. 

Policy loan repayments represent the funds repaid to life compa- 
nies by those policyholders who previously have borrowed against 
the cash value of their insurance.’ Miscellaneous income is a fairly 
minor item in the gross inflow statement and consists of receipts 
from various operations which do not fall under the classifications 
listed above. 

Turning next to the gross outflow side of Table 1, life and annuity 
benefits constitute the largest single type of disbursement. Not all 
these benefits are paid in cash to policyholders; as noted above, 
some of these benefits are converted to settlement options for sup- 
plementary contracts and appear on the inflow side of the statement. 
Actual payments on such supplementary contracts are shown on the 
outflow side of the statement in Table 1. Accident and health bene- 
fits constitute the offset to the inflow of accident and health pre- 
miums, with the difference between premiums and benefits largely 
accounted for by the expense of handling such business. These op- 
erations may be ignored, since the accident and health side of the 
life insurance business does not give rise to net savings by individ- 
uals or to any significant buildup in the assets of life insurance 

1. Policy loan repayments and extensions are not shown as income and disbursements 
in life company annual statements, but the amount outstanding is reported as an asset 
of the company. In this paper they are treated as gross flows between the policyholder 


and the company, since the net extension of policy loans is a factor necessary in com- 
puting policyholders’ saving through life insurance. 
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companies.” The remaining items shown on the outflow side are 
largely self-explanatory, except to note that dividends on life poli- 
cies may be left with the company to accumulate at interest, credited 
toward policies, or taken in cash by the policyholder. The final item 
shown on the gross outflow side is a negative adjustment taking ac- 
count of a number of deferrals and accruals, such as due and unpaid 
dividends, commissions, expenses and taxes, as well as advance pre- 
miums and other items. On balance, they result in a buildup of lia- 
bilities and must be offset against the outflows listed above to arrive 
at the gross outflow shown in Table 1. 

The net inflow of funds resulting from these gross inflows and out- 
flows is used in this paper as the measure of policyholders’ saving 
through life insurance. Conceptually, the same measure of saving 
may be arrived at by starting with the net increase in total admit- 
ted assets, subtracting the capital gains (or adding losses), and sub- 
tracting the net increase in policy loans. This method corresponds 
closely to those used by Friend and Natrella and by Raymond Gold- 
smith as the measure of saving through life insurance.* 


RECENT TRENDS IN SAVINGS FLows 


As may be seen in Table 1, the dollar amounts of the net inflow of 
funds rose from $4.8 billion in 1952 to $5.5 billion in 1955 and 
edged upward only slightly in 1956. In 1957 the net inflow declined 
to a level of only $5.2 billion and then recovered slightly to $5.3 
billion in 1958. This section will explore the reasons for this recent 
trend through an examination of the detailed gross flows. 

With few exceptions, the gross flow categories presented in Table 
1 show a steady upward trend in dollar term over the 1952-58 pe- 
riod. In this form, however, it is difficult to discern which of the 
flows have accelerated relatively and which have remained steady or 
slowed down. In order to give the dollar statistics a common denom- 
inator, the data of Table 1 have been recast in Table 2 as percent- 
ages of the total gross inflow for each year. Viewed in this way, it 

2. Over the period 1952-58 inclusive, aggregate reserves against accident and health 
policies rose only $376 million, largely reflecting the increased gross volume of business. 


3. The definition by Friend and Natrella in their monograph Individuals’ Savings: 
Volume and Composition (New York: John Wiley & Sons, 1954) also takes account of 
non-admitted assets and makes an adjustment for the assets and policy loans attributed 
to foreign policyholders. The inability to make the latter adjustment on individual flow 
categories has made it necessary to ignore these factors in this paper; however, the dif- 
ferences involved are quite small. The definition of policyholders’ saving used by Ray- 
mond Goldsmith, A Study of Saving in the United States, Vol. II, makes still further 
adjustments for the increase in capital stock, liabilities to other than policyholders, and 
deferred and uncollected premiums. 








TABLE 2 


GROSS FLOW OF SAVINGS THROUGH UNITED STATES LIFE 
INSURANCE COMPANIES: ACCRUAL BASIS 
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sions, expenses, 
taxes vidh sls eae 

Dividends on life 
policies . : 

Dividends on acci- 
dent & health pol- 


icies. 


Dividends to stock- 


es 
Interest on policy or 
contract funds 
Policy loan exten- 
sions ‘ 
Less :due and un 
paid items.... 


Gross outflow . 


Net inflow of funds 


16 


6 


7 


1952 


2.0 


3 


(As Per Cent of Gross Inflow) 


1953 
61.2 


12.8 


0.6 
100.0 
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becomes apparent that the net inflow remaining as saving with life 
companies has declined from about one-third of the gross inflow in 
1952 to only one-quarter of gross inflow in 1958. 

Premiums on life and annuity policies have declined steadily since 
1952 as a percentage of gross inflow, falling from 62 to 58 per cent 
between 1952 and 1958. Another way to approach the trend in pre- 
mium income is in relation to the met inflow of savings. For every 
$100 of net saving in 1952, $174 were paid in as life and annuity 
premiums; in 1958, $228 of premium income were paid in against 
every $100 of net savings. Although it is not possible to make a close 
reckoning of the composition of premiums as between those with a 
strong savings element and those furnishing only current protection, 
it is obvious that a sharp decline in the savings element has taken 
place. Term insurance does not produce a buildup of reserves or cash 
values, since premium rates are sufficient to meet benefit claims (and 
expenses) only during the limited term of the policy. 

Some indication of the trend toward term insurance may be seen 
in Table 2A, which breaks down premium income by broad policy 
types. Plans with a large savings element—individual annuities and 
group annuities—have declined as a percentage of total premiums, 
while group life insurance, which is almost entirely term insurance, 
has shown rapid gains. Another approach to this question is through 
the composition of life insurance policies in force. According to data 
collected by the Institute of Life Insurance, the face amount of life 
insurance in force with United States life companies doubled be- 
tween 1951 and 1958, rising by $260 billion. Of that increase, three- 
fifths represented the growth in term insurance. As a result, term 
insurance rose from 31 per cent of the total to 45 per cent of total 
life insurance in force at the end of 1958. While life insurance in 
force rose by 99 per cent over these years, total life insurance pre- 
miums increased only 49 per cent, indicating a shift to less expen- 
sive plans, such as term insurance. 

Still another way to assess the trend in premiums is in relation to 
benefit payments. While premiums have declined as a percentage of 
gross inflow, life and annuity benefits have risen slightly. However, 
the bulk of this rise has taken place in surrender benefits rather than 
in death or disability benefits, maturing of endowments, or payment 
of annuities (see Table 2B). Surrender benefits result from the sur- 
render of a policy for the cash value accumulated in earlier years; 
the proceeds may be used to obtain paid-up or extended term insur- 
ance but are more usually taken as cash. As might be expected dur- 
ing periods of growing unemployment, the trend of surrenders in re- 
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1954 1955 1956 1957 1958 
In Millions of Dollars 
1,508 1,548 1,571 1,531 1,511 
5,614 6,034 6,504 7,013 7,410 
103 106 119 135 138 
93 99 108 118 127 
235 238 230 223 230 
921 1,116 1,290 1,444 967 
974 1,050 1,063 1,185 , 194 
9,448 10,191 10,885 11,649 12,177 
As Per Cent of Total Premiums 
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lation to total benefits registered a noticeable increase in 1954 and 
again in 1957-58. An additional factor which may have played 
some part in 1957 and 1958 was the introduction by many life com- 
panies of ‘“family-plan” policies, which were purchased heavily in 
those years. In taking up family-plan policies, many policyholders 
may have surrendered small existirig policies on wife and children in 
the process of redesigning their insurance programs. 

Supplementary contracts arising from settlement options fixed by 
the insured or the beneficiary have typically provided a net flow of 
savings to life insurance companies. In the years 1952-55, consid- 
eration received exceeded payments on supplementary contracts. 
However, payments have outstripped consideration received during 
the period 1956-58, with a resultant drain on policyholders’ saving 


TABLE 2B 
GROSS OUTFLOW OF BENEFITS FROM UNITED STATES LIFE 
INSURANCE COMPANIES: ACCRUAL BASIS 
(In Millions of Dollars) 


1952 1953 1954 1955 1956 1957 1958 
In Millions of Dollars 
Death benefits..... 1,881 2,024 2,112 2,290 2,495 2,786 2,972 
Matured endow- 
ments...... +e 441 475 543 615 656 733 760 
Annuity benefits... 369 412 417 453 503 529 578 
Disability benefits . 113 118 119 118 118 128 133 


Surrender benefits. 644 714 869 922 1,024 1,291 1,457 


Total life and 
annuity ben- 


“ "ee 3,448 3,743 4 ,060 4,398 4,796 5 ,467 5,900 
As Per Cent of Total Benefits 
Death benefits..... 54.5 54.1 52.0 52.1 52.0 51.0 50.4 
Matured endow- 

See 12.8 12.7 13.4 14.0 13.7 13.4 12.9 
Annuity benefits... 10.7 11.0 10.3 10.3 10.5 9.7 9.8 
Disability benefits . 3.3 3.1 2.9 tS, zs 2.3 rR - 
Surrender benefits. 18.7 19.1 21.4 20.9 21.3 23 .6 24.7 





Total life and 
annuity ben- 


ae 100.0 100.0 100.0 100.0 100.0 100.0 100.0 
As Per Cent of Gross Inflow 

Death benefits. ... . 14.0 13.8 13.4 13.4 13.6 14.0 14.2 
Matured endow- 

ee a3 2.3 3.4 3.6 3.6 te 3.6 

Annuity benefits. . . 2.7 2.8 ‘| 2.2 2.7 2.4 2.8 

Disability benefits . 0.8 0.8 0.8 0.7 0.6 0.6 0.6 

Surrender benefits. 4.8 4.9 $5 5.4 5.6 6.5 7.0 


Total life and 
annuity ben- 
ae 25.6 25.5 25.8 25.8 26.1 27.5 28.2 
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in this form. It is noteworthy that the net drain has resulted from an 
actual dollar decline in consideration received on contracts without 
life contingencies, i.e., based on a fixed number of payments de- 
signed to spread the policy proceeds over a number of years (see 
Table 2C). In such contracts the interest rate used in determining 
the size of payments is paramount, while the life-expectancy of the 
beneficiary is of less importance. The fact that policy prcoeeds could 
be taken in a lump sum and placed elsewhere in the capital market 
at extremely attractive interest rates during the 1956-57 period may 


TABLE 2C 
GROSS FLOWS OF SUPPLEMENTARY CONTRACTS AND DIVIDEND ACCUMULATION 
IN UNITED STATES LIFE INSURANCE COMPANIES 
(In Millions of Dollars) 
1952 1953 1954 1955 1956 1957 1958 
Suppl. contracts with life 
contingencies: 
Consideration re- 


ceived 135 150 165 176 178 193 204 
Payments incurred. 99 108 118 129 142 160 174 
Net . 36 42 47 47 36 33 30 


Suppl. contracts without 
life contingencies: 
Consideration re- 


ceived ee 572 587 612 o18 600 581 614 

Payments incurred. 522 558 575 609 666 742 707 

Net 50 29 37 9 — 66 —161 — 93 
Dividends left on deposit: 
Dividends left on 

deposit od 226 250 280 312 354 386 424 
Dividends and _ in- 

terest disbursed 111 126 153 169 192 235 274 

Net..... 115 124 127 143 162 151 150 


well explain the decline in such funds left with life insurance com- 
panies. In 1958 the net drain on this account subsided somewhat, 
when interest rates had generally softened in the securities markets. 
In contrast to these developments, supplementary contracts with the 
size of payments related to life-expectancy continued to provide a 
net savings inflow during 1956-58, although in smaller amounts than 
in earlier years. It would appear that contracts based on insurance 
mortality calculations continued to be attractive, while contracts 
based largely on interest rates diminished in attraction relative to 
opportunities elsewhere in those years. 

Dividends left on deposit to accumulate at interest might be ex- 
pected to be sensitive to interest-rate factors but have actually 
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shown little noticeable change in recent years, on either a gross basis 
or net of disbursements. As a percentage of total gross inflow, both 
accumulations and disbursements have grown modestly during the 
period (see Table 2). In actual dollar terms there was a steady in- 
crease in net amounts left with the companies until 1957 and 1958, 
when a slight decline occurred (see Table 2C). This decline might 
be thought to stem from interest-rate trends, but the fact that 1956 
was unaffected (unlike the trend in supplementary contracts) casts 
some doubt on this hypothesis. 

Policy loan repayments and extensions may best be examined in 
dollar amounts with reference to Table 1. The pattern of policy loan 
flows is an unstable one and is apparently sensitive to short-term 
economic cycles. The net increase in outstanding policy loans showed 
a fairly sharp rise in 1953, which continued in 1954. Many observ- 
ers attribute this trend to the recession of those years, with unem- 
ployed policyholders finding it necessary to meet current expenses 
by withdrawing part of their past savings in life insurance in the 
form of policy loans. With the economic recovery in 1955, the net 
rise in policy loans diminished as repayments rose and extensions 
were virtually unchanged. In late 1956 and through 1957, net policy 
loans again began to rise, although unemployment was of modest 
proportions. This latter trend may be interpreted as a response to 
rising costs of consumer borrowing and the tightening of credit 
availability. With fixed rates on policy loans and rising rates and 
tightened credit standards elsewhere, it appears that many policy- 
holders drew upon their equity in life insurance to obtain funds for 
such purposes as down payments on houses or working capital in 
their businesses. The easing of interest rates in 1958 may have re- 
versed this trend, while the rise in unemployment may have led to 
increased drawing upon policy loans to meet current expenses; the 
net increase in policy loans that year was less than in 1957 but re- 
mained high by historical standards. In any case, very little is actu- 
ally known as to the purpose of policy loans, and attempts to ex- 
plain their movements over this period must be through inference 
rather than direct evidence. 

Dividends on life policies have increased slightly in relation to the 
gross inflow of funds, as may be seen in Table 2. Approximately 
four-fifths of such dividends were left with the companies either to 
accumulate at interest or to be applied to policies. The share of divi- 
dends taken in cash has been quite stable over these years, with the 


exception of 1957, when a slightly higher proportion was paid in 
cash. 








152 The Journal of Finance 


Insurance commissions, expenses, and taxes* have shown an in- 
crease relative to the gross inflow of funds to life insurance compa- 
nies, rising from 16.9 per cent in 1952 to 18.5 per cent in 1958. As 
may be seen in Table 2D, general insurance expenses have almost 
entirely accounted for this rise, while commissions and insurance 
taxes, licenses, and fees have been fairly stable as a percentage of 
gross inflow. Only in 1957 did commissions register a significant 
gain associated with the large volume of new business that year. 
The increase in general insurance expenses became most noticeable 
after 1955 and probably reflects the cost of putting an increased 
volume of new policies on the books as well as the general rise in the 
cost of wages, salaries, and materials. 


TABLE 2D 
GROSS OUTFLOW OF INSURANCE COMMISSIONS, EXPENSES, AND TAXES 
FOR UNITED STATES LIFE INSURANCE COMPANIES 
ACCRUAL BASIS 








1952 1953 1954 1955 1956 1957 1958 
In Millions of Dollars 

Commissions ; 941 1,050 1,102 1,189 1,307 1,446 1,495 
General insurance 

expenses > 2 1,200 1,328 1,440 1,597 1,820 1,962 
Insurance taxes, li- 

censes, fees.... 242 248 269 303 336 365 407 

_ ee 2,265 2,498 2,697 2,932 3,240 3,631 3,864 

As Per Cent of Gross Inflow 

Commissions : 7.0 7.2 7.0 7.0 ae 7.3 7.1 
General insurance 

expenses 8.0 8.1 8.4 8.4 8.7 9.1 9.4 
Insurance taxes, li- 

censes, fees..... 1.8 1.7 1.7 1.8 1.8 1.8 2.0 

Total. . 16.8 17.0 17.1 17.2 17.6 18.2 18.5 


The inflow from net investment income has shown a rising tend- 
ency from 1952 through 1958 in dollar terms, but a leveling-off since 
1956 when expressed as a percentage of gross inflow (see Table 2). 
Investment income reflects the interest and dividend receipts on as- 
sets currently in portfolio, many of which were acquired during peri- 
ods of relatively low interest rates. The effect of higher rates on new 
investments made during the more recent years is therefore damped 
down by the presence of earlier investments. Net investment income 
has become an increasingly important element in the accumulation 


4. Except for 1958, federal income taxes were largely allocated against investment in- 
come rather than insurance operations and have therefore been taken into account under 
“net investment income” on the inflow side. Revision of the federal income tax base for 
1958 results in part of the tax being shown against insurance operations in data for that 
year. 
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of savings through life insurance. Expressed as a percentage of the 
net inflow of savings to life insurance companies, net investment in- 
come has risen from 45 per cent of net savings in 1952 to 65 per 
cent in 1958. Had it not been for the gain in investment earnings re- 
sulting from the rise in interest rates, policyholders’ savings would 
have declined even more than the record indicates. 

Having examined the gross flows in some detail, it is now possible 
to summarize these trends in terms of their impact on the net inflow 
of funds, i.e., policyholders’ saving through life insurance. The prin- 
cipal factors at work which have caused a leveling-off in 1956 and 
a decline to lower amounts of saving in 1957 and 1958 appear to be 
the following: (1) an increase in the importance of term insurance 
during the period under review; (2) a rise in surrender benefits, 
ie., cashing in of existing policies by the insured; (3) a growing 
reluctance to leave policy proceeds with the company under those 
supplementary contracts which are based largely on interest rates; 
(4) an increased drawing upon equity in life insurance through the 
use of policy loans; and (5) a rise in general operating expenses of 
life insurance companies. 

It is worth noting that the upward trend of interest rates since 
1955 has cut both ways. While there has been an adverse effect of 
rising interest rates because of the impact on policy loans and sup- 
plementary contracts, the beneficial effect on net investment income 
has been an important factor in sustaining the net inflow of saving 
through life insurance. 


THE Gross FLow oF INVESTMENT FUNDS 


The accumulation of policyholders’ saving with life insurance 
companies has its counterpart in the investment of these funds in 
the capital markets in the form of corporate, municipal, and 
Treasury bonds, common and preferred stock, mortgage loans, real 
estate, and miscellaneous investments. While the net inflow of new 
saving is balanced by a net outflow of new investment funds into 
the economy, the gross amounts becoming available for long-term 
investment are considerably larger by reason of the amortization and 
redemption of bonds and mortgages, outright sale of assets, and ad- 
justments in holdings of cash and short-term investments. In the 
life insurance business this total volume of funds available for long- 
term investment is known as the “cash flow.’ 


5. In his study of cash flow through life insurance during the 1947-50 period, Harris 
Loewy limited his definition of cash flow to include policyholders’ savings (similar to 
the net inflow of funds in Table 1 above) and “external savings” of borrowers through 








154 The Journal of Finance 


Total cash flow in recent years has been approximately double 
the amount of new money arising from net saving by policyholders, 
as may be seen in Table 3. The net inflow of funds has been carried 
forward from Table 1 and adjusted for the accrual of due and un- 
collected premiums and investment income, in order to approximate 
a cash basis for this flow. The remaining data of Table 3 are esti- 
mates based on the cash flow reports submitted to the Life Insurance 
Association of America by thirty-nine life companies holding 57 
per cent of the total assets of the business at the end of 1958. The 
detail of these reports also permits analysis of the changing com- 
position of the return flow of funds to investment departments dur- 
ing the 1957-58 period. 

The return flow of funds from mortgage investments is estimated 
at $2,800 million for 1957, rising to $3,180 million in 1958. About 
two-thirds of this flow was from contractual amortization pay- 
ments, together with a small portion of “partial” or “privilege” 
prepayments, and the increase is mainly a function of the larger 
volume of mortgage holdings. The other third of the mortgage flow 
was from cash repayments in full, which removed the loan from the 
companies’ books. Such transactions mainly reflect the paying-off 
of outstanding mortgages when a residence or other property is sold 
by the owner and, to a lesser extent, the refinancing of the mortgage 
(with another lender) at lower interest rates. The upward trend 
in “paid-in-fulls” during 1958 probably stems from both the more 
active resale market in residences and the ability of some mortgagors 
to refinance on easier terms during that year. Small amounts of 
mortgages have been sold outright in the secondary market, but the 
cash ffow from this source has been negligible. 

Bok maturities, which include consideration received on serial 
maturities and scheduled sinking funds, rose from $710 million in 
1957 to an estimated $900 million in 1958. Contingency sinking 
funds are usually based on the borrower’s right to prepay the loan 
at a faster rate in the event of higher earnings; the decline in cor- 
porate profits during 1958 may explain the downturn in this form 
of cash flow from $120 million in 1957 to $100 million in 1958. 
Other security calls at the option of the borrower usually reflect 
refunding operations designed to take advantage of lower interest 


scheduled amortization of bonds and mortgages. The present treatment differs from 
Loewy’s approach to cash flow, in that prepayments and refinancing, outright sales, and 
adjustments in “cash position” are included in the concept of cash flow available for new 
long-term investment (see Harris Loewy, “Net Cash Moneyflows through Life Insur- 
ance Companies,” Journal of Finance, December, 1956, p. 442). 
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rates, which probably explains the rise from $230 million to $300 
million in this type of cash flow during 1958. 

Outright sales of securities from portfolio represent an important 
item in the cash flow of life insurance companies, amounting in 
1958 to an estimated $620 million in long-term government securi- 
ties and $790 million in corporate, municipal, and other securities. 
Such sales are entirely at the option of the life company and depend 
upon a number of conditions. Foremost is the desire to liquidate 
present holdings in order to improve yield by investment in other 
assets. The willingness to liquidate depends upon what losses must 
be taken, measured against the gain to be ultimately derived from 
reinvestment at a higher yield. Outright sales are seldom planned 
over any extended period ahead but typically arise as investment 
officers face particular opportunities to switch their holdings to 
improve the yield, strengthen quality, or broaden diversification of 
the portfolio. The increase in outright sales of governments during 
1958 may have been facilitated by the relatively high level of bond 
prices during the first few months of the year; in any case, the 
present volume is doubtless low by historical standards, since the 
actual holdings of marketable long-term governments have fallen 
to about 6 per cent of total assets, against 45 per cent at the end 
of World War II. Outright sales of other securities have recently 
been larger than sales of governments and rose from an estimated 
$700 million in 1957 to $790 million in 1958. 

About $150 million in cash flow resulted from sales and repay- 
ments from other types of assets, principally real estate and trans- 
portation equipment. 

In arriving at the total cash flow made available for long-term 
investments, it is necessary to take account of adjustments in “cash 
position,” which is defined to include cash and bank deposits and 
temporary investments in the form of short-term government se- 
curities and commercial paper. The purpose of such holdings is to 
provide a fund of liquid assets with which to meet scheduled dis- 
bursements of funds previously committed and to maintain a work- 
ing balance sufficiently flexible to fill the gap between the inflow 
and outflow of investible funds. Thus the drawing-down of cash or 
short-term securities results in an augmented flow of funds into 
long-term investments, while the accumulation of cash and short- 
term securities reflects a temporary diversion of the cash flow away 
from long-term investment outlets. As Table 3 shows, there was a 
moderate net increase in cash position in both 1957 and 1958; how- 
ever, the annual data fail to show the wide swings in cash position 
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from quarter to quarter, largely reflecting seasonal shifts in other 
types of cash flow. 

To summarize briefly the major factors which influence the trend 
in cash flow available for gross new investment, the first item js 
the net inflow from policyholders’ saving, which is responsive to 
trends in interest rates and unemployment and also to the fear of 


TABLE 3* 


GROSS FLOW OF INVESTMENT FUNDS (CASH FLOW) THROUGH 
UNITED STATES LIFE INSURANCE COMPANIES 
(In Millions of Dollars) 








1957 1958 
Amount Per Cent Amount Per Cent 
Net inflow of funds (Table 1)...... a ee 5,339 
Less: adj. for due and uncollected 
items B Ser ry 233 ay 188 
Net new money—cash basis.... 4,968 49.8 5,151 47.0 
Mortgages (total)........ (2,800) ( 28.1) ( 3,180) ( 29.0) 
Amortization and partial prepay- 
ment. 1,960 19.6 2,110 19.2 
Other cash repay ments in full. 810 8.1 1,060 9.7 
Outright sales . ae 30 0.3 10 0.1 
Securities (total)... . (2,190) ( 21.9) ( 2,170) ( 24.7) 
Bond maturities. . . . 710 iP 900 8.2 
Contingency sinking funds. 120 1.2 100 0.9 
Other security calls... .. 230 a2 300 2.7 
Outright sales: United States gov’t 
long-term... .. 430 4.3 620 5.3 
Other securities. . . 700 7.0 790 7.2 
All other sales and repayments. . 120 1.2 150 1.4 
Net increase (—) in cash and short- 
term investments... : ‘ — 100 —1.0 — 220 —2.0 
Total available for long-term in- 
a 100.0 10,971 100.0 


* Data on repayments and sales are estimated from reports to the Life Insurance Association of America 
on the actual cash flow of 39 life insurance companies holding 57 per cent of total assets at the end of 1958 
Other data are from tabulations of the LIAA and the Institute of Life Insurance. 
a depreciating value of the dollar. Second, scheduled amortization 
payments from bonds and mortgages provide a fairly stable and 
rising cash flow dependent largely upon the total of such assets in 
a growing portfolio. Third, repayments made at the option of the 
borrower are related to the turnover of houses in the resale market, 
to shifting interest-rate incentives to refinance outstanding loans, 
and perhaps to the trend of corporate earnings. Finally, the options 
open to life insurance companies in controlling their cash flow con- 
sist of adjustments in “cash position,” including short-term security 
holdings, and the outright sale of long-term securities from portfolio. 
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GROSS FLOWS OF FUNDS THROUGH SAVINGS 
AND LOAN ASSOCIATIONS 


CHARLES M. TORRANCE 


Federal Savings and Loan Insurance Corporation 


THE SAVINGs and loan business is just completing its most spectac- 
ular year, viewed from about any angle of advantage. Its predomi- 
nant source of funds, i.e., the savings accounts of the public, is reach- 
ing a gross total 20 per cent above last year’s record. But the most 
striking feature is growth in mortgages, with associations’ disburse- 
ments on new loans expanding 25 per cent in 1959 over the previ- 
ous year’s high level. 

The total assets of all savings and loan associations have increased 
by some $8.3 billion this year. The gain in mortgages held has com- 
prised 89 per cent of this expansion in resources, the remaining 
rise being primarily in other loans and net purchases of government 
securities; the balance of the associations’ cash was down during 
the year because of the 1959 excess of disbursements over receipts of 
funds. On the liability side, savings growth accounted for 80 per 
cent of the total, with net additions to reserves, surplus, and bor- 
rowed money comprising the bulk of the remainder. 


SCOPE OF THE INDUSTRY 


Before proceeding, it may be well to expand upon what I mean 
by the “savings and loan industry.” What comprises this type of 
institution whose status and activities I am describing? 

The tag “savings and loan association” is now used in all federal 
charters and most state charters, being a latter-day equivalent of 
the generic “building and loan” nomenclature most used until the 
1920’s and early 1930’s but much less common today. The new 
term is considered to describe more effectively the true nature of 
the associations’ functions, in that it touches both their predominant 
activities: the acquisition of savings account money from the public 
and the investment of that money in the form of loans, mostly on 
urban homes. In New England, particularly Massachusetts, special- 
ized home-financing institutions are commonly chartered as “co- 
operative banks”; in Louisiana, as “homestead associations”; and 
in the District of Columbia, as “building associations.” Elsewhere 
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one finds a miscellany of terms, all of which are grouped in the 
“savings and loan” category for the purposes of this paper. 

There are at present, as Table 1 shows, close to 6,200 savings 
and loan associations, including 4,600 institutions affiliated with the 
Federal Home Loan Bank (FHLB) secondary credit system. Near- 
ly 4,000 associations are members of the Federal Savings and Loan 
Insurance Corporation (FSLIC), which protects the safety of their 
savings accounts much as the Federal Deposit Insurance Corpora- 
tion protects those in insured banks. Some $55 billion of savings 
accounts, $53 billion of mortgage investments, and $63 billion of 
total resources are held by all operating associations. Close to 97 
per cent of these resources are in FHLB member associations, and 
94 per cent are in those which are FSLIC insured. 


TABLE 1 


ALL OPERATING SAVINGS AND LOAN ASSOCIATIONS, BY TYPES 
DECEMBER 31, 1958 


(Amounts in Thousands) 


No. of 

Associations Assets 
All operating S&LA’s (total)... ; 6,208 $54 ,977 ,702 
FHLB member S&LA’s (total)... ... 4,543 53,206,717 
a 3,881 51,149,481 
Federal es 1,804 29 ,635 ,870 
State-chartered..... a Raeas 2,077 21,513,611 
Mutual...... Pe ete 1,642 14,855 ,534 
a Neen 435 6,658 ,077 
Not insured by FSLIC......... 662 2,057 , 236 
Insured by state funds..... 191 1,115,213 
errr . 471 942 ,023 
Non-member S&LA’s (total)........ 1,665 1,770,985 
Insured by state funds......... 94 251,279 
Uninsured.... . home 1,571 1,519,706 


The chartering of associations in the name of the federal govern- 
ment is done by its instrumentality, the Federal Home Loan Bank 
Board, which also directs the operations of the FHLB system and 
the FSLIC. With the exception of Maryland, where associations 
operate under general corporate powers, each state has a super- 
visory board, commission, or other regulatory authority whose re- 
sponsibility it is to administer special laws governing this branch 
of finance. 

The state-chartered institutions which are insured by the FSLIC 
are examined and supervised under joint arrangements with the 
state authorities. All federal- and most state-chartered associations 
are members of their respective FHL banks and have their accounts 
insured. Unlike the commercial banking system, there are no insured 





the 


‘ings 
| the 
/ear- 
oan 
their 
ora- 
rings 
n of 
0 97 
and 


Vvern- 
Bank 
1 and 
ations 
uper- 
se re- 
ranch 


SLIC 
h the 
ations 
-ounts 
sured 





Flows of Funds through Savings and Loan Associations 159 


associations that are outside the secondary reserve system; in fact, 
there are a number of member associations, mostly small in size, 
which do not carry federal insurance of accounts. In the savings and 
loan industry, there were, on September 30, 1959, 626 bank system 
members operating without federal insurance. Of this latter group, 
135 are co-operative banks in Massachusetts, and 58 are associations 
in Ohio, which are covered by state-administered insurance funds. 

While there have been a few attempts in recent years at private 
insurance of accounts, they generally have involved associations that 
are outside the FHLB membership, and such private arrangements 
have not taken strong hold up to this time. Hence the remaining 
433 associations are operating virtually without insurance. These are 
predominantly small institutions (less than $2.5 million in assets), 
which largely operate in neighborhood communities, as most as- 
sociations did in the nineteenth century. 

All federal savings and loan associations and most state-chartered 
associations are owned mutually by the savings account holders, 
but with the borrowers having a limited vote in the affairs of the 
organizations. The notable exceptions from mutual organization of 
state-chartered institutions are in California, Texas, and Ohio, where 
the majority of the associations that are under state supervision 
issue common stock to a relatively small number of owners and 
deposits are accepted from the public. Several other states have had 
stock companies for many years, and others have obtained authority 
for operating such companies in the last five years or so. 


SPECIALTY SHOPS OF FINANCE 


Savings and loan associations, as investors of other peoples’ 
money, have few of the “department-store” characteristics that are 
found in mutual savings banks, life insurance companies, and com- 
mercial banks. Basically, these “specialty shops” are in the business 
of selling homeownership through the mortgage lending device. With 
the exceptions of United States government securities (in which funds 
are usually invested for liquidity purposes), limited investments in 
property improvement loans, and mortgages on apartments and 
business properties, the associations have literally nowhere else to 
go to obtain investment income. 

The “variety” inventories of life insurance companies and com- 
mercial and mutual savings banks with their mixtures of high-grade 
stocks and bonds, state and municipal bonds, commercial and per- 
sonal loans, direct investment in real estate, etc., go considerably 
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beyond the regular investment authority of savings and loan as- 
sociations as an industry. Therefore, except in most unusual cir- 
cumstances, management puts most available funds to work financ- 
ing home properties. 

During 1957 and 1958, 80 per cent or more of the growth in 
assets came in expansion of the associations’ mortgage portfolios, 
and this level increased to 89 per cent during this past year of boom 
lending activity. While savings capital provided more than enough 
funds to finance net mortgage growth in the recent past, the net 
growth in savings for 1959 fell about 10 per cent short of net mort- 
gage acquisitions, with the associations increasing their borrowings 
by some $900 million to make up the difference. This is the first full 
year since the 1955 mortgage boom that the associations have ex- 
panded their borrowings significantly. Despite this borrowing of 
supplementary funds (mostly from the FHLB system), total dis- 
bursements exceeded total receipts of funds, so that the balance of 
cash declined for the first year since 1947. 

Naturally, considering the concentration of both assets and lia- 
bilities, disbursements of funds for mortgage investments and with- 
drawals of savings historically parallel the inflow of mortgage re- 
payments and new savings investments; in fact, there have been 
only short intervals of imbalance in the secular trend since World 
War II. In 1959 more money has been used than received in these 
major accounts, but funds received and disbursed may come closer 
to balancing in 1960. 

Another historical pattern has been the large margin between the 
rate of return on conventional loans and the yield on United States 
government securities, which, until the current tight-money crisis, 
has amounted to at least two percentage points, as well as can be 
determined. The average interest return on all mortgages held by 
FHLB member associations in 1958 was approximately 5.3 per cent 
of unpaid principal, with about one-half point additional being re- 
ceived in loan commissions and fees. The combined mortgage port- 
folio of these associations included 79 per cent conventional loans, 
16 per cent VA’s, and only 5 per cent FHA’s. No mortgage-rate data 
for 1959 are as yet available. Although the implications of this rate 
structure will be developed later, it may be pointed out here that 
there has not been in the last twenty years any substantial incentive 
for associations to change their investment policies just because of 
short-term or cyclical advantages in money rates. Now, for the first 
time, government rates are within “striking distance” of gross re- 
turns on conventionals and in many cases will exceed the “net.” 
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This has influenced, but not dominated, traditional investment 
policies. 

While receipts of mortgage repayments and new savings consti- 
tute the bulk of the associations’ cash inflow year in and year out, 
these funds are liberally supplemented by earnings on loans and 
investments, disposals of government securities, and other mis- 
cellaneous cash receipts. Cash input of savings and loan associations, 
on a strictly gross basis, will total some $37.1 billion in 1959. New 
cash savings of $20.7 billion, plus $9.0 billion received from mort- 
gage sales and collections, amount to 80 per cent of this total. The 
remaining $7.4 billion are derived principally from associations’ 
income, new borrowed money, and sales of government securities. 

Turning to cash outflow, the new mortgage business and with- 
drawal of savings continue to overshadow all other demands for 
funds in 1959. Mortgage acquisitions are reaching $16.4 billion, 
while $15.5 billion are being withdrawn from savings accounts. 
Hence, on the outflow side of the ledger, 85 per cent of total funds 
paid out arose from movements of mortgages and savings funds. 
New acquisitions of other loans and United States government se- 
curities, repayments on indebtedness, and payments of operating 
expenses represent most remaining outflows. 

Even though mortgage purchases by associations from others are 
becoming heavier than in earlier years, they still will comprise 
only 5 per cent of the current year’s mortgage acquisition total, the 
preponderance of loans being made outright to borrowers in their 
general areas, as usual. Associations have usually outgrown their } 
humble neighborhood origins and are now rather large and sophisti- 
cated in their operations; however, a great many of them still man- 
age to keep in fairly close touch with their customers and retain 
some of their homey local flavor—that is, those associations do 
which continue their direct manner of dealing with the public in 
their own cities and environs. 


CoMPETITIVE ELEMENTS 


In the broad money market and more particularly among super- 
vised financial institutions, savings and loan associations have been 
playing a most dramatic part. During recent years they have had 
net savings capital inflow equal to over half the combined net 
growth of time deposits in mutual savings and commercial banks 
plus net additions to reserves of life insurance companies. A decade 
ago the associations received only about one-third as much in net 
savings as did these other financial institutions. 
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On the home-mortgage side, the associations’ role has been even 
more prominent. The amcunt of their portfolio e.pansion has for 
several successive years actually been greater than for all banks 
and life insurance companies combined. This is true whether fig- 
ured on a net basis from fairly firm estimates of mortgage debt or 
from rough approximations of gross home-mortgage acquisitions, 
including those mortgages acquired by purchase. In 1958, for ex- 
ample, home mortgages acquired by associations were close to 15 
per cent in excess of the total of such loans made or purchased by 
these other types of institutions. Ten years ago, estimates indicate 
that the associations’ acquisitions of home mortgages were equal to 
only two-thirds the volume for all banks and insurance companies. 

Considering their performance since that time, it is not surprising 
that the question is often raised as to whether the remarkable 
growth attained by the savings and loan associations has not been 
achieved entirely at the expense of competing types of institutions. 
Or, conversely, it can be claimed that the total volume of the na- 
tion’s savings and homeownership is the greater because of the 
associations’ dynamic expansion. Generally higher rates of return 
paid by the associations, aggressive advertising, and other business 
promotion have all contributed to the associations’ strong savings 
inflow. No doubt these practices have had an influence in attracting 
some savings that would otherwise be intrusted to competitors 
among savings institutions, but they have also attracted, as new 
investments, substantial funds which might otherwise have been 
expended directly on consumer goods or used for repayment of 
personal debt. There is little doubt in my mind that the total pool 
of savings, particularly institutional savings, has been much ex- 
panded by the associations’ persistent efforts and that their “im- 
mediate” reinvestment of funds in mortgages for the construction 
and purchase of homes serves to channel the savings capital equiva- 
lents back into the spending stream, where the money can perform 
additional economic duties. In this respect, the boom operations of 
savings and loan associations serve as a dramatic illustration of 
the constructive role played, to a greater or lesser degree, by finan- 
cial intermediaries generally in the functioning of the economy—in 
this instance, the housing and related sectors being the principal 
beneficiaries. 

As previously stated, the average interest rate on mortgage loans 
in 1958 was 5.3 per cent on all mortgages held by savings and loan 
associations in the FHLB system. While there are not comparable 
yield figures on mortgage holdings of competing types of institu- 
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tions, it is apparent that, with only occasional exceptions, associa- 
tions are receiving higher average interest rates than banks and life 
insurance companies because of the preponderance of conventional 
loans in the associations’ portfolios. There is little reason to believe, 
however, that associations’ conventional loan rates are greatly dif- 
ferent from those of competing institutions when made on similar 
properties at otherwise identical loan terms. 

Geographic variations in rates of return on home mortgages are 
quite pronounced and contribute to clouding the significance of na- 
tional averages. FHLB member associations located in the New” 
England and New York districts—those that are collectively in 
direct competition with 89 per cent of the mutual savings bank . 
industry—treceived an average 5 per cent interest return on their 
mortgages; in this area, conventional loans comprise about 70 per 
cent of total holdings. In contrast, West Coast associations, which 
have about 80 per cent of their portfolio in conventionals, averaged 
a mortgage interest return of 5.7 per cent in 1958. 

Despite a lower return in the northeastern section, the associations 
there paid their savers an average 1958 dividend rate of 3.2 per 
cent, as against 3.1 per cent paid by the mutual savings banks. 
These banks have an average of only 39 per cent of their portfolios 
in conventional loans, more than enough explanation for their in- 
ability to match the rates paid on savings by associations in their 
localities. 

Too little is available about terms on which associations lend and 
how these terms may vary with the real estate and business cycles. 
There has been, however, a tendency toward lower down payments 
and longer maturities during the last 20 years of competition with 
ultra-liberal FHA and VA requirements. 


TiGHT-MoNEY EFFECTS 


When funds are in short supply, it is observed that the associa- 
tions tend more to give preference in making loans to their own 
members and other regular customers and to become more selective 
as to borrowers’ credit and potential marketability of properties 
securing the loans, rather than tightening down-payment and ma- 
turity requirements. 

When money is tight, it affects, of course, the rate structure of 
savings and loan associations much as it does other financial in- 
stitutions. Pressure of competition for capital may be met by in- 
creases in return paid on savings accounts, but, in order to pay the 
added “freight,” the institutions may decide to sweeten their earn- 
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ings position. This led in 1959 to a succession of higher rates 
throughout the mortgage field; but even this new round of competi- 
tion has been outstripped by increases in general money-market 
rates. 

Higher rates resulting from tight-money conditions may be as- 
sessed directly or by charging fees on conventional loans, which 
are the mainstay of most associations’ portfolios. Most of these fees 
probably are on construction loans, which comprise over one-third 
of all their new mortgage business. The charging of successively 
higher discounts on VA and FHA loans and periodic revisions in 
maximum legal interest rates and charges on such loans are of less 
critical concern to most savings and loan associations, with their 
preponderance of conventional mortgage financing. 

These factors tend to explain the recent rising costs of mortgage 
money in all types of institutions engaged in mortgage lending—not 
only savings and loan associations. The influences on volume of 
business done, however, are quite another story. Unlike operations 
of the “department stores” of finance, those of the savings and loan 
business are not so greatly affected by unfavorable differentials that 
develop between rates on mortgages and on other earning assets. 
Such developments do not have a critical impact on the savings and 
loan associations’ desire for generating more mortgages, which are 
their staple product. 

Rising yields on investments that compete with savings accounts, 
however, do seem to inhibit mutual savings bank operations. Savings 
and loan associations in the “mutual savings bank states,” where 
population and economic growth have been relatively slow, have 
nonetheless expanded their savings some 2 per cent in the four 
months ending in October, 1959, as against a minor growth of only 
0.6 per cent for deposits of the nation’s savings banks. Savings and 
loan associations in this northeastern region have typically out- 
stripped their savings bank competitors during all the last 20 
years. 

Soaring current yields outside the mortgage market are no doubt 
enticing to savings and loan associations but are beyond their legal 
authority. Hence periods of tight money reflected in lush yields for 
other securities have not caused an ebb in associations’ mortgage 
investments but, paradoxically, have often had the reverse effect. 
When other investments have become overly attractive, the asso- 
ciations’ competitors have been drawn to them, leaving more of the 
home-mortgage-financing business open to savings and loan expan- 
sion. This happened in the tight-money period of 1950-52, when 
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mortgages recorded by savings and loan associations increased from 
around 31 to 36 per cent of the total for all lenders. Conversely, the 
proportionate share of recordings for all other types of institutions 
fell off. Again, this occurred during 1957-59, when the associations 
increased their proportion of total recordings to more than 40 per 
cent. 

In the interim period, the competitors of the associations did not 
recover all the lost ground, to a great extent because many builders 
had found a hitherto undeveloped source of funds in the rapidly 
expanding savings and loan industry, as did many homeowners, 
who became accustomed to savings and loan association financing 
and have become repeat customers after that tight-money storm was 
over. Since the two periods of intensive rate competition—and most 
years in between—coincided with strong savings account inflow, the 
associations generally made the most of it. 

The last decade has been such that it often seems that savings 
and loan associations are irrepressible in attracting sufficient funds 
to cope with heavy mortgage demands; and, conversely, when ex- 
cessive funds are acquired, they seem able to stimulate the mort- 
gage side of their business to absorb the funds. This “bootstrap 
system” has been successful most of the time Guring the postwar 
era, a period of rising trend in national product, income, and money 
flow. However, the formula could well lose its potency during a 
prolonged period of recession or depression. Actually, it did not 
work well in the last half of 1955, when net savings inflow dwindled. 
Demands by member associations for FHLB funds soared at that 
time, and the board took positive steps to restrain mortgage invest- 
ments, which had greatly exceeded the diminishing savings inflow. 
The board’s restraining orders prompted the associations to apply 
a large proportion of their cash receipts from mortgage repayments 
and savings investments against loan commitments made earlier in 
the year, before obtaining any supplemental funds through advances 
from the FHL banks. Mortgage recordings of associations in 1956 
ebbed temporarily with the tide to only 35 per cent of all origina- 
tions but again outpaced those of other lenders the following year, to 
comprise 38 per cent of the aggregate, on a new uptrend as yet 
unbroken. 


LEVERAGE EFFECTS OF BORROWING 


The problem that arose in 1955 and the immediate, though tem- 
porary, curtailment of new loan commitments by the industry, all 
in a brief span of time, underscored the important part played by 
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the associations’ secondary credit system. While FHLB funds at 
other times had served almost exclusively to supplement or equalize 
minor aberrations in their financial operations, the emergency ra- 
tioning in 1955 was done to counterbalance a unique lopsidedness 
between supply and demand for funds. 

Outstanding FHLB advances have never substantially exceeded 
5 per cent of the cumulative savings investment in the associations’ 
accounts, and current borrowings have never supplied more than 
6.5 per cent of the total gross cash inflow in any one year since the 
formative period of the system in the hectic 1930’s. Such a moderate 
proportion has nonetheless had a potent effect, in that such funds 
are typically borrowed when most needed for an immediate and 
particular purpose. On the other hand, inflow of savings account 
money arises from external economic influences (e.g., employment, 
payrolls, consumer expenditures, etc.) and generally represents the 
fruits of the long-term promotional efforts of the savings and loan 
associations to obtain working capital for the purpose of supplying 
less imminent needs. 

This is one reason that successive rises in the costs of FHLB 
money have seemed, at least until the last half of 1959, to have 
little effect in repressing an exuberant volume of requests for ad- 
vances by member institutions. Another reason is that rates charged 
on advances, as a rule, have been far enough under rates of return 
on mortgages to encourage continuation of “business as usual’”—or 
one might paraphrase this to “business as unusual.” Current in- 
terest rates on advances by the respective FHL banks now range 
from 5.0 to 5.25 per cent, as against rates of 4-5 per cent at the 
close of last year and from 3.0 to 4.25 per cent on December 31, 
1957. Despite this heavy rise in cost, the volume of members’ new 
borrowings in 1959 will probably exceed repayments by close to 
$800 million, most of these funds being used to meet the new record 
loan commitments accumulated for the 1959 building season. 


MoneEy-FLow ToTtaALs—GEOMETRIC EXPANSION 


The emphasis so far has been on the behavior pattern of separate 
components in the flow of funds, with rather liberal digressions into 
the savings and loan associations’ composition, modus operandi, and 
competitive status. Now, perhaps, it would be well to regroup the 
data to stress trends in total inflows and outflows for these financial 
institutions. 

As previously stated, the gross flow of money in and out of savings 
and loan associations will be about $37 billion during 1959, with 





TABLE 2 


GROSS AND NET FLOW OF FUNDS IN ALL SAVINGS AND LOAN ASSOCIATIONS 
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savings account and mortgage portfolio transactions dominating the 
scene. These and other recent data are shown in Table 2. 

To give a quick impression as to the scale of growth in associa- 
tions’ operations, it may be well to point out that the aggregate 
funds flowing through these institutions have doubled in magnitude 
about every five years, starting in the vicinity of only $2 billion in 
1939, growing to roughly $4 billion in 1944, $8 billion in 1949, $18 
billion in 1954, and $37 billion in 1959—in twenty years expanding 
nearly twenty fold. Similar multiples were experienced by both the 
inflow and the outflow of the savings and mortgage accounts, as 
Table 3 reveals. 

Over the full time span of this study, growth in United States 
government securities has been spectacular. Government portfolios 
now amount to some fifty times as much as they did twenty years 
ago. This was, of course, on the eve of the wartime plethora of funds 
which ended with the subsequent boom in building and reinvest- 
ment of funds in mortgages. Government holdings are now, however, 
less than twice as large as in 1945, when they had reached an amount 
equal to nearly one-third of all savings accounts. 


PROSPECTS FOR 1960 


But what will happen in 1960? Another 1959, with savings ac- 
count money adequate to meet mortgage demand? Or will we have 
a sudden pinching-off in savings flow, as in 1955? 

The persistent upward trend in the financial affairs of savings 
and loan associations, which built up to an unprecedented crescendo 
in 1959, should have a strong influence in starting 1960 on the way 
to becoming another active year. Tight-money conditions of today, 
however, will apparently continue well into next year, with suffi- 
cient leverage to take the edge off, but probably not quash, the 
current boom in the savings and loan field. A leveling-off tendency; 
perhaps some downturn later in 1960; but for the year as a whole, 
another near-record of growth—this seems a likely pattern. 

I will hazard a forecast that gross cash receipts in 1960 may be 
close to $37.8 billion. This would top the current year’s total by 
some $0.7 billion but would be a considerable abatement in pace 
from the $6.4 billion annual expansion being chalked up for 1959. 
Gross cash disbursements of the associations, which exceed receipts 
by $0.4 billion this year, will probably come closer to balancing 
them in 1960. Cash transactions in both savings and mortgage ac- 
counts may show moderated upward movements on a gross basis 


but, with net gains being off, perhaps as much as 10 per cent from 
1959 records. 








GROSS FLOWS OF FUNDS THROUGH MUTUAL 
SAVINGS BANKS 


J. Brooke WILLIs 
Savings Banks Trust Company 


ANALYSIS OF THE flow of funds through mutual savings banks is 
handicapped by a lack of relevant regional economic data and by 
the incompleteness of the data pertaining to savings bank opera- 
tions. The relative importance of mutual savings banks among fi- 
nancial intermediaries varies a great deal from one region to an- 
other. Unlike savings and loan associations and other types of 
savings account institutions, mutual savings banks are found in only 
a few states. 


TABLE 1 


NUMBER OF AND DEPOSITS IN MUTUAL 
SAVINGS BANKS, BY STATES 


Percentage 


Deposits Distribution 

No. of (in Bil- of Deposits 

Banks lions) (Per Cent) 
OS ee eee 128 $20.4 60 
Massachusetts......... 186 5.4 16 
Connecticut........... 71 a3 7 
Pennsylvania.......... : 1.9 5 
Four states Uys 392 30.0 88 
Thirteen others...... 125 4.3 12 
Total all states. . 517 34.3 100 


There are 517 mutual savings banks in seventeen states. Eleven 
of these states have less than ten such banks. Most of the banks 
and the great bulk of all savings bank resources are concentrated 
in a few states, led by New York, which holds roughly 60 per cent 
of the all-states total, as the data in Table 1 show. Nevertheless, 
mutual savings banks are significant on a national scale relative to 
other savings institutions. 

At mid-1959 the $34 billion of deposits of all mutual savings 
banks represented about 23 per cent of accumulated savings of all 
savings account institutions (including savings banks, savings and 
loan associations, commercial bank time deposits, credit unions, and 
postal savings). In New York, the comparable figure was about 
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60 per cent. During the five-year period 1954-58 about 0.7 per cent 
of the nation’s disposable personal income was put into mutual 
savings banks. (In New York State the comparable figure was about 
3 per cent.) On a nation-wide basis, nearly 20 per cent of the net 
gains of all savings account institutions went into mutual savings 
banks (in New York the percentage was about 55 per cent). 

The importance of savings banks relative to other savings in- 
stitutions also varies greatly from one locality to another. For ex- 
ample, deposits of savings banks in New York State at the end of 
October, 1959, amounted to $20.4 billion, compared with only $7.7 
billion of savings deposits at commercial banks and with $3.7 billion 
of shares in savings and loan associations. In New York City the 
importance of mutual savings banks is overwhelming. At the end 
of October, 1959, 52 banks there held $16.2 billion of deposits, as 
compared with $2.1 billion of savings deposits held by weekly re- 
porting commercial banks. 

With respect to their investment activities, mutual savings banks 
are no longer localized; they are particularly important suppliers 
of funds to the mortgage and corporate-bond markets. In 1953-58 
mutual savings banks absorbed roughly 18 per cent of the net in- 
crease in residential mortgage debt and 4} per cent of the net rise 
in outstanding corporate bonds. Savings banks absorbed 37 per cent 
of the net increase in VA mortgages and 26 per cent of the net rise 
in FHA mortgages. 


AVAILABILITY OF Gross FLow DATA 


The analysis of the flow of funds is further handicapped by the 
infrequency of savings bank reports and by lack of information on 
gross investments. It is not possible with available data to construct 
on a gross basis a very complete statement of the flow of funds 
through all mutual savings banks for intervals of less than one year. 
Even with annual data, some investment accounts must be shown 
“net” and at “book” rather than on a gross cash basis. Appendix 
Tables 1-4 indicate the types of data reported. 

Table 2 represents a rearrangement and consolidation of Ap- 
pendix Tables 1-4 for the purpose of showing the fullest extent to 
which it is possible with existing data to display the major flows 
without making rather uncertain estimates. 

Somewhat greater detail is reported by New York State mutual 
savings banks, as Table 3 indicates. 

From a functional point of view the primary source of funds of 
mutual savings banks is “net deposit inflow,” that is, the difference 
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between gross new deposits (excluding dividend credits) and with- 
drawals. Secondary sources of funds include (1) net operating in- 
come (before dividends); (2) repayments on mortgage invest- 
ments; (3) liquidation of other assets, including cash; and (4) 
borrowing. 

The primary uses of funds are (1) real estate mortgage loans 
and (2) investments in high-grade corporate and other securities. 
Tables 2 and 3 treat net investments as a use of funds. As a result, 


TABLE 2 


FLOW OF FUNDS, ALL MUTUAL SAVINGS BANKS IN UNITED STATES 
(In Millions of Dollars) 




















1954 1955 1956 1957 1958 
Inflows: 
Net deposits (regular) *. 7,649 8,342 8 ,693 8,842 9 430 
Dividends (regular)*....... 633 719 804 906 1,011 
Net operating income retainedf. 122 109 121 106 145 
Mortgage repayments, grossf... 1,671 2,124 2,151 2,040 2,274 
Total inflow... . 10,075 11,294 11,769 11,894 12,860 
Outflows: 
Withdrawals (regular)*. . 6,381 7,230 7,627 8,062 8,079 
Mortgage loans, grossf . 3,735 4,560 4,432 3,455 4,354 
Net investments: 
Corporate securities*. . 141 — 182 183 796 627 
State and municipals* 191 38 29 9 44 
U.S. gov’t securities* . —436 —291 —482 —400 —313 
Other investments*f. . . 86 57 71 47 112 
All other uses*§. . — 23 —118 — 91 — 75 — 43 
Total outflow. 10,075 11,294 11,769 11,894 12,860 
* Monthly 
t Annually. 


t Includes bank premises, furniture and fixtures, and real estate other than bank building. 


§ Residual; includes cash and due from banks, net operating gains (—) or losses (+) on securities, net trans- 
fers to (or from) valuation reserves and other net non-operating charges or income. 


investment in United States government securities is a negative fig- 
ure, reflecting liquidation during the period 1954-58. From a func- 
tional point of view the liquidation of governments should be re- 
garded as a positive source rather than a negative use of funds. 


SouRCcEsS OF FUNDs 


Net deposit inflow.—To understand the behavior of net deposit 
inflow, it is desirable to analyze the influence of three gross factors— 
new deposits, dividend credits, and withdrawals. 

Mutual savings bank deposits constitute a pool of funds which, 
on the one hand, is fed continuously by a stream of new deposits 
and by the crediting of periodic dividends and which, on the other 
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hand, is drawn upon at a fairly constant rate by those desiring to 
use their accumulated savings. 

During the past decade or so, the ratio of withdrawals to balances 
has shown a horizontal trend, as Appendix Charts I and III indi- 
cate. This ratio is at approximately the same level as in the period 
1900-1918. During the 1920’s it shifted to a higher plateau and 
declined again to a lower level in the 1930’s. 

The long-run growth of savings deposits has resulted from a more 
rapid growth in new deposits than in withdrawals; and variations 
in the rate of growth have been attributable to variations in the 
ratio of new deposits to balances rather than in the withdrawal ratio. 
Although the rate of growth in savings deposit balances has fluc- 
tuated considerably, it has been well sustained. There have been 
only three calendar years (1929, 1933, and 1941) in this century 
in which deposits declined. Deposit growth since World War II 


TABLE 3 
GROSS FLOW OF FUNDS, MUTUAL SAVINGS BANKS IN NEW YORK STATE 
(In Millions of Dollars) 


1954 1955 1956 1957 1958 
































Inflows: 
New deposits (regular)*. nae 4,725 5,124 5,306 5 ,363 5 ,806 
Net operating earnings ‘before 
dividends: 
RR RE ee ne 567 630 699 772 855 
Re Pe eee 113 116 121 129 138 
454 514 578 643 717 
Mortgage repayments{........ 704 921 921 890 963 
Sales and redemptions of securi- 
ties, par value gross§........ 2,481 2,503 2,078 3,091 2,817 
Ba ccatea kee. . 8,364 8,830 8,883 9 987 10,303 
Outflows: 
Withdrawals (regular) || wa 3 oo 4,496 4,670 4,904 4,945 
Net increase in passbook loans# 10 16 —13 9 
Mortgage loans, gross**....... a; 022 2,442 2,335 1,790 2,371 
Purchase of securities, par val- 
uesfT... fatces eae ea eee 2,369 1,922 1,903 3,348 2,960 
Ss 5 x6 os ens «> Magma 8 —40 —41 —42 18 
ce eee 8,364 8,830 8,883 9 ,987 10,303 
* Monthly. 


t Income and expense semiannually; dividends quarterly. 


_ $ Total derived quarterly; amortization, prepayments, and satisfactions reported annually for years ended 
September 3( 


§ Annually, based « values. 
|| Monthly. 

# Monthly. 

** Quarterly. 

tt Annually, based on par values. 


tt Residual; includes changes in cash, other loans, bank premises, furniture and fixtures, real estate other 
than bank pre mises, and other assets and reflects non-operating items—gains and losses on securities and other 
non-operating income and charges. 
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has not been so steady as the growth of savings through life in- 
surance companies or as rapid as that of savings and loan associa- 
tions. Annual rates of gain in the past decade have ranged between 
a high of 8.2 per cent and a low of about 3 per cent. 

Short-term fluctuations in deposits ——Savings bank deposits have 
pronounced seasonal fluctuations, as Appendix Charts II and III 
indicate, but they fail to show a clearly defined longer-term cyclical 
pattern. In analyzing seasonal flows, it is necessary to study not 
only new deposits and withdrawals but also dividend credits and 
passbook loans. The importance of dividend information lies in the 
seasonal impact of dividends upon withdrawals. Withdrawals rise 
at the end of dividend periods, reflecting not simply the withdrawal 
of dividends as such but also the postponement of withdrawals in 
general until the end of the period in order to qualify for the divi- 
dend. The amount of dividends withdrawn is not separable from 
total withdrawals. 

Withdrawals must be adjusted for passbook loans to measure cash 
outflow. The passbook loan is a device by which the depositor is 
enabled to withdraw funds before the end of a dividend period 
without full sacrifice of dividend. Typically, a savings bank charges 
the passbook borrower a rate about 1 per cent in excess of the 
dividend rate, enough to cover operating costs. At the end of the 
period his loan is retired by debit to his deposit balance. Thus cash 
outflow occurs with the passbook loan and not when the withdrawal 
is debited to the depositor’s balance. In practice, the amount of 
passbook loans is not very large, and adjustment for it is important 
only near dividend dates. 

The rate of deposit growth of mutual savings banks in the post- 
war period has not conformed to a discernible business-cycle pat- 
tern. Neither new deposits nor withdrawals have exhibited a con- 
sistent relationship with the various phases of the business cycle. 
Except for the Korean buying spree in 1950, when withdrawals rose 
sharply, and in the business recession of 1958, when withdrawals 
fell noticeably, the ratio of withdrawals to balances has been fairly 
stable. The 1950 buying spree was the result of extraordinary cir- 
cumstances which hardly require elaboration here. The 1957-59 fall 
and rise in withdrawals are noteworthy because they were inconsist- 
ent with the general business cycle and with the trend in personal 
income. The abnormal decrease in withdrawals in late 1957 and 
early 1958 was ascribed by savings bankers to a growing caution in 
the attitudes of consumers toward their future economic security, 
while the rise in withdrawals beginning in the latter half of 1958 was 
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associated with the revival of consumer confidence and spending for 
durable goods. It may be doubted that deposits would continue to 
run counter to the business cycle in a prolonged recession. 

The tendency for deposit inflow to slow up in recent periods of 
tight money appears to have been influenced by two factors: (1) the 
revival of competition for savings by commercial banks and (2) the 
gravitation of funds to the securities markets. In recent tight-money 
periods, tax-exempt United States government and other securities 
have attracted some funds from savings banks. The most dramatic 
example of competition from securities was the cash offering on Oc- 
tober 6, 1959, of the 5 per cent Treasury Notes Series B-1964, which 
clearly illustrated the ability of the Treasury not only to pre-empt 
the flow of savings from private borrowers but also to siphon exist- 
ing balances from savings institutions. The net decline in deposits of 
mutual savings banks in October was the most severe monthly de- 
cline of the entire postwar period, including the Korean buying 
spree. New York City savings banks experienced declines averaging 
1 per cent in the first two weeks of October largely attributable to the 
“Magic 5’s.” 

Purchases of stocks by depositors have been cited by savings 
bankers as an explanation of rising withdrawals in periods of busi- 
ness expansion. Undoubtedly, at times, a rising stock market has had 
some influence in stimulating withdrawals. Unfortunately, quantita- 
tive information on the use of withdrawals is lacking. A few banks 
have occasionally estimated the amount of withdrawals for the pur- 
chase of securities on the basis of tellers’ checks indorsed by bro- 
kers. However, these estimates are not uniformly undertaken. De- 
spite the lack of data, it may be presumed that withdrawals to pur- 
chase stocks have been counterbalanced in some measure by an in- 
flow of deposits stemming directly from the proceeds of stock sales. 
In any case, the volume of net new common-stock issues in recent 
years has been small relative to the net growth of other securities 
and to amounts reported to have been absorbed by individuals. 

Turnover of investment portfolio—The net inflow of funds from 
deposits is supplemented substantially by the turnover of existing 
portfolios. The present mortgage portfolio of all mutual savings 
banks has an average life of roughly ten years; that is to say, annual 
repayments of all kinds run around 10 per cent of the investment. 
Table 4 shows the relationship between new loan repayments and 
changes in mortgage holdings for all savings banks in the United 
States. Mortgage repayments have become a larger absolute source 
of funds than net gains in deposits. The growth in the volume of re- 
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payments has been fairly steady, as Appendix Chart V for New 
York savings banks indicates. About half the total mortgage repay- 
ments of New York savings banks represents scheduled amortiza- 
tion, while the remainder represents so-called prepayments and sat- 
isfactions. 

Amortization payments have borne a constant ratio to the port- 
folio, whereas full payments have fluctuated in accordance with the 
refinancing activity in the market, e.g., in 1950-51 and 1955-56, 
when transactions on existing houses increased. On these occasions 
there was a tendency for full payments to be matched by similar 
fluctuations in new loans made, depending upon the relative par- 
ticipation of savings banks in the market for new loans. Table 5 
shows the relative importance of amortization and full payments. 

An increasing number of savings bankers have come to regard the 
flow of mortgage repayments as a source of basic liquidity in spite 


TABLE 4* 


NEW MORTGAGE LOANS AND REPAYMENTS, ALL MUTUAL 
SAVINGS BANKS IN UNITED STATES 


(In Millions of Dollars; Gross Book Value) 


1954 1955 1956 1957 1958 
New loans.... = ee . 3,735 4,560 4 432 3,455 4,354 
Less repayments, amortization, 
prepayments, and satisfactions.. 1,671 2,124 2,151 2,040 2,274 
Change in holdings.............. 2, 014 2, 436 2, 281 1,415 2,080 
Holdings, January 1. ace, Sor 14 ,834 17,270 19,551 21,188 
Repayments as perce ntage of hold- 
ings at beginning of year...... 13.1 14.3 12.4 10.4 10.7 
* Source: Savings Bank Journal, October, 1959. 
TABLE 5 
NEW LOANS AND REPAYMENTS, ALL MUTUAL SAVINGS 
BANKS IN NEW YORK STATE 
(In Millions of Dollars; Gross Book Value) 
Years EnpING SEPTEMBER 30 
1955 1956 1957 1958 1959 
New loans. . 2,344 2,453 1,843 2,239 2,290 
Less: 
Amortization. os 393 437 481 529 569 
Paid in full 455 523 354 390 507 
Other. ... ; a - 10 29 20 18 32 
Total.. a 858 989 855 937 1,108 
Net change. ; 1,485 1,464 989 1,302 1,182 
Balance on Sept. 30..... o 10,808 12,272 13 ,261 14 ,564 15,764 
Average balance. 10,065 11,540 12,766 13 ,913 15,155 


Ratio of amortization to average 
ee wcooe 600.089 0.038 0.038 0.038 0.038 
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of the fact that these sums have been fully committed for invest- 
ment. About half these repayments, namely, the “full payments,” 
could not be depended on in a weak mortgage market. However, the 
rapid growth of total repayments has been, in practice, a more cer- 
tain source of funds in recent years than net deposit gains. Conse- 
quently, the growth in the volume of repayments has had an increas- 
ing impact on bank managements’ notions of liquidity, as well as on 
the development of the forward commitment practice. 

Borrowing and related sources of funds——Savings banks have had 
a strong traditional reluctance to borrow, so that borrowing has not 
been an important source of funds even for temporary purposes. 
However, with the large growth of out-of-state lending since 1950 
and the expansion of commitments to mortgage companies and other 
correspondents, a need for interim financing developed. Consequent- 
ly, mortgage warehousing arrangements were made with commer- 
cial banks, whereby the latter purchased the mortgages and agreed 
to sell them back to the savings banks after some specified period of 
time or after some stated conditions were fulfilled. These arrange- 
ments expanded in 1955-57 but fell into desuetude, beginning in 
late 1957. In 1959, however, a diminishing cash inflow rendered the 
heavy backlog of commitments excessive at a time when holdings of 
liquid assets were at low levels. Consequently, savings banks again 
resorted to the use of commercial bank mortgage warehouse credits. 

Warehouse credits have been supplemented to an important but 
immeasurable extent by the exercise of commitment options with 
mortgage originators which permit the delivery of the mortgages to 
be deferred. This device and the warehouse credit have been pre- 
ferred to borrowing on mortgages or other collateral because such 
indebtedness is required to be reported.’ 

Unfortunately, the amount of funds derived from warehousing 
credits and similar arrangements is presently not ascertainable. The 


1. In New York State a savings bank is not ' quired to report warehouse credits unless 
the bank was irrevocably committed to repurchase and therefore assumed the risk. 
According to the Banking Department, “if a savings bank is irrevocably committed to 
take up all mortgages placed in ‘warehousing,’ regardless of any change in status during 
the warehousing period, the transaction should be regarded as an extension of credit and 
should be so recorded and reported” (Annual Report of the Superintendent of Banks, 
State of New York, 1955, p. 55). In a circular letter of December 8, 1959, the Superin- 
tendent of Banks of New York gave the opinion of his Legal Division that the trans- 
action should be reported as indebtedness if risk of loss due to defaults is borne by the 
repurchasing savings bank. However, the letter pointed out that if a bank desired to 
avoid “a transaction having the effect of a loan,” then “the agreement should provide 
that there shall be no obligation on the part of a banking organization to repurchase 
from the other party any defaulted mortgages, or participating interests therein, as the 
case may be.” 
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Federal Reserve surveys of Credit Extended by Banks to Real Es- 
tate Mortgage Lenders were terminated February 11, 1959. (At that 
time, unused portions of firm commitments to savings banks to pur- 
chase real estate mortgage loans from them was $115 million com- 
pared with only $47 million a year earlier. Credit actually in use was 
$53 million, unchanged from a year earlier.) Nor is any quantita- 
tive information available concerning the amount of mortgage de- 
liveries which savings banks have been able to defer. However, the 
rise this year in commercial bank credit extended to non-bank finan- 
cial institutions (including mortgage companies) reflects a rise in 
their inventories of mortgages which was probably partly a result of 
deferred deliveries to savings banks. 


UseEs oF FuNDS 


Savings banks invest their funds mainly in real estate mortgages 
and high-grade bonds, in accordance with prescribed legal standards. 
On September 30, 1959, the combined assets of all savings banks 
were $38.9 billion. Real estate mortgages, the great bulk of which 
were on residential properties, amounted to $24.4 billion, or 63 per 
cent of assets. United States government securities amounted to $7.2 
billion, or 19 per cent; other securities to $5.7 billion, or 15 per 
cent. The remaining assets were cash and due from banks $0.7 bil- 
lion, equal to 2 per cent of assets, and all other assets, including 
bank premises, $0.9 billion, or 2 per cent of assets. 

Since World War II the major outflow of funds has been into 
mortgage loans. Mortgage holdings have risen from 25 per cent of 
assets in 1945 to 63 per cent in September, 1959. The great rise in 
the volume of new mortgage loans was well in excess of the gross 
inflow from earnings, net deposit inflow, and repayments of mort- 
gages. Hence additional funds were raised by the liquidation of other 
assets, principally United States government securities. 

Gross new mortgage loans provide a more sensitive measure of the 
marginal use of funds than do net increases. Appendix Chart V 
shows the quarterly trend of new loans and repayments for savings 
banks in New York State. New loans fluctuate over a wider range 
than repayments and sometimes move in an opposite direction; hence 
new loans will at times lead changes in outstanding loan balances. 

New loans plus commitments provide a still better measurement 
of the outflow of “funds” if funds are construed to mean credit ex- 
tended rather than money loaned in a strictly legal sense. The prac- 
tice of forward commitments has become fairly widespread among 
large savings banks making out-of-state loans through mortgage cor- 
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respondents. Consequently, the volume of new commitments repre- 
sents a more current measure of credit extension than do new loans, 
even though a money transfer has not yet occurred. 

At present, commitment data are not published except for savings 
banks in New York State. These banks have reported their com- 
mitments since 1950 once a year as of September 30 to the Super- 
intendent of Banks and, since July, 1958, monthly to the Savings 
Banks Association of the State of New York. Since only outstand- 
ing commitments are reported, it is not possible to determine what 
part of new loans represents prior commitments or how commit- 
ments are spaced over time. In spite of these limitations, the figures 
on outstanding commitments throw some light on future loan trends 
and upon portfolio shifts. Outstanding commitments reflect the in- 


TABLE 6 
TOTAL MORTGAGE CREDIT EXTENDED BY SAVINGS BANKS IN NEW YORK 
FUNDS CURRENTLY AVAILABLE AND AVERAGE YIELD SPREAD 


: Change Net Net Excess 
Year in Total De Repay- Oper- Total of 
Fnd Com Credit posit ments ating Cash Credit Av 
Sept. New mit Ex In of Earn- In- Exten- Yield 
30 Loans ments tended flow Mtges.* ings flow sion Spreadt 
1954 1,868 +583 2,451 729 657 442 1,828 623 1.63 
1955 2.344 +192 2,536 661 839 499 1,998 537 1.43 
1956 2.453 —226 2.227 638 969 562 2.169 58 1.26 
1957 1.843 435 1,408 458 897 626 1.981 —574 0.86 
1958 2.239 +747 2,986 839 937 698 2,473 513 1.25 
1959 2,290 —231 2,059 263 1,068 766 2,098 — 39 1.00 
* Gross book value 
t Spread between yields on FHA mortgages, calculated from secondary market prices reported by FHA 


District Offices and yields on new issues of Grade 2 public utility bonds 


vestment decisions of the preceding year. If to this sum were added 
the amount of new loans made during the preceding period not rep- 
resented by prior commitments outstanding at the beginning of the 
period, the total would afford a full measure of the decisions to invest 
in that period. This total is computed in Table 6 as the sum of new 
loans during the period plus the change in commitments. 

The amount of mortgage investment is dependent upon three prin- 
cipal factors: (1) the funds available through net deposit gains and 
mortgage repayments, (2) the yield differential between new mort- 
gages and alternative investments, and (3) expectations regarding 
the future supply of mortgages and the course of interest rates. The 
relative importance of these factors varies from time to time. 

Appendix Chart VI compares the quarterly movement of new 
loans with total cash inflow. Mortgage lending outstripped the inflow 
of funds in 1950—55, reflecting the influence of other factors, such 
as yield spread and the supply of alternative investments. In 1956 
and 1957 both cash inflow and mortgage lending were curtailed. In 
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the latter half of 1958 and in 1959 the rate of cash inflow further 
contracted, necessitating sharp curtailment of mortgage lending. 

Table 6 compares the amount of credit extended annually (years 
ending September 30) by means of new loans and commitments with 
cash inflow and with the spread between yields on mortgages and 
alternative investments. 

Influence of yield spread.—In 1954 and 1955 deposit growth was 
steady. As a result of the easy-money policy adopted in 1953, the 
yield spread between mortgages and bonds had become fairly wide. 
Consequently, mortgage credit expanded rapidly. In 1956 bond 
yields rose more rapidly than did mortgage yields, and the spread 
narrowed. The rate at which mortgage credit was extended was cur- 
tailed, and funds were shifted into corporate securities on which 
yields appeared attractive. This shift continued until the fall of 
1957 and reached a climax when the Federal Reserve adopted an 
easy-money policy. Purchases of securities were stepped up in an- 
ticipation of capital gains and of a possible shortage of mortgage 
investments. 

The sharp decline in bond yields during the next few months 
greatly increased the spread, making mortgages relatively attractive. 
The heavy inflow of deposits that commenced about the same time 
was all that was needed to start the banks scrambling for mort- 
gages. Commitments were rapidly built up and attained a very high 
level of nearly $1.7 billion by mid-1958. New loans plus the increase 
in commitments in the year ended September 30, 1958, exceeded 
total cash inflow by $513 million. In the latter half of 1958 a gen- 
eral business recovery started earlier than had been anticipated; 
with the Federal Reserve shifting gears, bond yields began to rise, 
rapidly narrowing the spread against mortgages. In consequence, 
savings banks’ new loans and commitments leveled off in the latter 
half of 1958 and were sharply curtailed in 1959. This resulted neces- 
sarily from disappointing gains in deposits but was also indicated 
by the rationale of the narrow yield spread that had come about be- 
tween mortgages and bonds. 

Securities investments——The flow of investment funds into cor- 
porate and other securities is not reported on a gross basis for all 
savings banks. New York State savings banks, however, do report 
annually purchases and sales and redemptions, combined, of securi- 
ties by types. Table 7 summarizes these figures for the last five years. 

Since 1947 there has been a net liquidation of United States gov- 
ernment securities in every year except 1949, when New York State 
savings banks made small net purchases. As noted earlier, the pro- 
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ceeds were used to expand investments in mortgages. On the other 
hand, the banks added to their holdings of corporate securities in 
the postwar period, with the exception of 1950 and 1955, when small 
net amounts were sold. The net additions to investments in cor- 
porate and other securities have varied with yield spread and the 
availability of funds. 

Appendix Chart IV shows the quarterly changes in net invest- 
ments of savings banks in New York State during 1946-59. Net ad- 
ditions to corporate bond holdings tended to reach troughs when net 
additions to mortgages reached peaks and vice-versa. This inverse 
relationship was similar to that experienced by life insurance com- 


TABLE 7 


GROSS PURCHASES, SALES, AND REDEMPTIONS OF SECURITIES 
SAVINGS BANKS IN NEW YORK STATE 
(Par Values, in Millions of Dollars) 








1954 1955 1956 1957 1958 
U.S. governments (par) : 
NR ira ice 5 ihlenas ; 1,737 1,511 1,273 2,216 1,865 
Sales and redemptions eee 92 ; 2,075 1,743 1,623 2,504 2,101 
Net purchases........... —339 —232 —351 — 289 — 236 


Holdings end of year (net b ook). 4,656 4,424 4 ,068 3,784 3 544 
Other bonds (par) : 














Purchases. esi 536 345 567 1,074 988 

Sales and redemptions. any 384 505 422 568 672 
Net purchases. . . 152 —161 145 506 “116 

Holdings end of year r (book). . 1,738 1,579 1,724 2,231 2,549 

Stocks: 

NN SECTOR COTE Ce 93 67 64 57 107 

SSG a en peg ote ee 22 23 33 18 44 
Nae eee ” 75 44 31 39 63 

Holdings end of year (book) . soe 191 231 256 287 343 


panies. However, as noted by James O’Leary, the tendency in the 
case of mutual savings banks has not been quite as pronounced be- 
cause “‘(1) savings banks by tradition have a more stable flow of 
savings into mortgages; and (2) most of the bonds purchased by 
savings banks are public offerings on which yields are less likely to 
move to as attractive spreads over residential mortgages as is true 
of corporate issues sold directly to life insurance companies.’” 


CONCLUDING OBSERVATIONS 


The foregoing analysis has indicated that aggregate cash inflow 
expanded in each year of the period 1951-55, declined slightly in 


2. See Conference on Savings and Residential Financing, 1958 Proceedings United 
States Savings and Loan League, May 8 and 9, 1958, p. 30. 








182 The Journal of Finance 


1956 and 1957, rose in 1958, and declined sharply in 1959. Thus 
cash inflow has lately shown a tendency to diminish in periods of 
tight money. This tendency has been more pronounced with respect 
to net deposit inflow than with respect to mortgage repayments. 
Various factors have retarded deposit gains in periods of tight 
money, such as competition from commercial banks, from the se- 
curities markets, and from bursts of consumer spending. These fac- 
tors do not always operate simultaneously or consistently. 

The analysis of the outflow of funds from savings banks showed 
that these banks are not entirely passive investors of fund received 
from deposit growth. Their investment portfolio generates a more 
or less automatic inflow of repayments. Mortgage repayments have 
grown more rapidly than deposit balances. Moreover, total invest- 
ments in mortgages and securities have at times grown more rap- 
idly than cash inflow and have been financed by reducing cash and 
by resort to warehousing credits and other devices tantamount to 
borrowing. 

Forward commitments represent a substantial, but fluctuating, 
extension of credit, which appears to respond to a changing invest- 
ment outlook more quickly than do actual loans. At times, commit- 
ments have become excessive in relation to cash inflow, e.g., in 1959 
because of an earlier overestimation of deposit inflow. However, when 
limited in time and by prospective cash inflow, the practice of for- 
ward commitments tends to render more stable the flow of money 
into mortgages. 

Investment outflows have reflected efforts to maximize earnings. 
The allocation of funds has been influenced by the changing struc- 
ture of interest rates, and, to the extent permitted by law, the banks 
have tended to invest in those securities in greatest supply. This was 
borne out by the inverse relationship observed between investment 
in corporate bonds and mortgages. Thus savings banks have con- 
tributed to the mobility of capital and helped to direct it to its most 
economic uses, as determined by competitive conditions in the capi- 
tal markets. 





APPENDIX TABLE 1 
SOURCES AND USES OF FUNDS BASED UPON BALANCE-SHEET CHANGES 
ALL MUTUAL SAVINGS BANKS IN UNITED STATES 
(In Millions of Dollars) 


Mo 
) 1954 1955 1956 1957 1958 1959 
| oources: 
Net increase in deposits 1,963 1,831 1,844 1,657 2,347 700 
° Increase in surplus accts 131 116 132 119 22 72 
2 
‘ Total net sources 2,094 1,947 1,976 1,776 2,469 772 
F Uses: net increase in assets as 
= follows: 
Mortgages. . 2,049 2,435 2,280 1,412 2 067 841 
1 ) Corporate securities 141 -182 183 790 627 - § 
1) State and municipals 191 38 29 9 44 19 
U.S. gov’t securities —436 291 482 —400 313 31 
Other investments* 86 57 71 47 112 9 
2 All other usesT 63 110 -115 — &8& - 58 —245 
P Total net uses 2,094 1,947 1,976 1,776 2,479 650 
- Includes bank prem , furniture and fixtures, and real estate ot n bank building 
9 t Includes cash and due from ban 
n 
re APPENDIX TABLE 2 
y SOURCES AND DISPOSITION OF INCOME: ALL SAVINGS BANKS IN UNITED STATES 
(In Millions of Dollars) 
Six Mo. 
- 1954 1955 1956 1957 1958 1959 
C- Sources: 
¥ Operating income 960 1,067 1,180 1,302 1,433 na 
- Net non-operating incom¢ 9 30) 34 54 25 na 
iS 
Total sources 951 1,036 1,146 1,248 1,408 na 
nt Disposition: 
n- Operating expense 181 194 208 223 238 na 
” Taxes 16 14 14 13 15 na 
st Dividends 633 719 S04 906 1,011 na 
)l- 
Total disbursed 830 927 1,025 1,143 1,264 1 
Retained income 122 109 121 106 145 la 











APPENDIX TABLE 3 
ANALYSIS OF NET INCREASES IN REGULAR DEPOSIT 
(In Millions of Dollars) 


x Mo. 
1954 1955 1956 1957 1958 1959 
Source 
New deposits 7,649 8,342 8,693 § ,842 9 430 $ 945 
Dividends. 662 703 787 869 986 238 
Total sources 8,311 ),045 9 480 9,711 10,416 5,183 
Uses: 
Withdrawals 6,381 7,230 7,627 8,062 8,079 4,670 
Net change in regular 
deposits 1,930 1,815 1,853 1,648 2,338 513 
Deposit balances, Dec. 
:) Pe ...--- 26,119 27,934 29,787 31,436 33,774 34,287 
APPENDIX TABLE 4 
ANALYSIS OF NET CHANGE IN MORTGAGE ACCOUNT 
(In Millions of Dollars) 
1954 1955 1956 1957 1958 
New loans 3,735 4,560 t 432 3.455 4 354 
Repayments ; svt 1,671 2,12 2,151 2,040 2 274 
Change in mortgage invest 
ment ; 2,064 2,436 2,281 1,415 2 ,080 
Holdings end of period. : 14 ,834 17,270 19,551 21,1838 23 , 268 
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DEPOSITS AND WITHDRAWALS AS PER CENT OF AVERAGE BALANCE 
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CONSUMER FINANCE 


RECENT TRENDS IN STATE REGULATION OF 
INSTALMENT CREDIT* 


WALLACE P. Mors 


Babson Institute of Business Administration 


STATES HAVE been very active in initiating, extending, and modify- 
ing their control over instalment credit since the end of World War 
II. Significant trends include (1) a marked increase in the number 
of retail instalment financing laws; (2) a start of a movement to 
control credit insurance; (3) amendment of a number of consumer 
finance laws to permit precomputation and higher loan limits; (4) 
spread of insurance anticoercion laws; (5) start of a movement to 
prohibit the debt prorating business; and (6) start of a movement 
to control revolving credit. 

Perhaps the most significant trend has been the spread of retail 
instalment financing laws to thirty-three states. Twenty-five states 
have adopted such laws since World War II, and several others 
have modified previously existing laws in the same period. Since it 
is impossible to cover all aspects of these laws or of the other five 
trends mentioned above, in the space allowed, I have chosen to con- 
centrate on the finance charge (rate) control aspect of retail instal- 
ment financing laws.* 

Postwar legislative activity has definitely established the princi- 
ple of finance charge control in retail instalment financing. Whereas 
only two of the eight pre-1946 laws set maximum finance charges, 
twenty-seven of the thirty-three existing laws set such maximums. 
Twelve of the laws set maximum finance charges for all retail in- 
stalment financing transactions and fifteen for automobile trans- 
actions only. 

* This paper by Wallace P. Mors and the following paper by Carl A. Dauten were 
presented at a meeting of the American Finance Association in Washington, D.C., on 


December 29, 1959. The program was under the chairmanship of Clyde W. Phelps, Uni- 
versity of Southern California. 


1. For a detailed descriptive account of all aspects of retail instalment financing laws 
see William E. Hogan, “A Survey of State Retail Instalment Sales Legislation,” Cornell 
Law Quarterly, Fall, 1958, pp. 38-73. For an earlier account see Wallace P. Mors, “State 
Regulation of Retail Instalment Financing—Progress and Problems,” Journal of Busi- 
ness, October, 1950, pp. 199-218 and January, 1951, pp. 43-71. 
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The trend toward finance charge control is inevitable and results 
basically from several forces. First is the existence of excessive 
charges when control does not exist.2 Second is the demonstrated 
effectiveness of control in reducing excessive charges in the con- 
sumer instalment cash lending sphere. Third is the essential simi- 
larity between retail instalment financing and instalment cash lend- 
ing. This similarity has been emphasized in recent years by a 
growing tendency of courts to rule that retail instalment financing 
transactions come under the usury laws. Such rulings make special 
finance charge control virtually mandatory, for most usury limits 
are adequate for new-car financing but are inadequate for used-car 
and other-commodity financing. 

A contributing force since 1956 has been the changed sentiment 
of a large segment of the sales finance industry toward legislation. 
The American Finance Conference, a trade association of sales fi- 
nance companies, passed a resolution favoring legislation in Novem- 
ber, 1956. With this resolution the conference moved into a third 
stage in its attitude toward regulation. The first stage was hostility, 
and the second was neutrality. In approving the principle of legis- 
lation, the conference stated that, to be adequate, legislation should 
contain a number of specific provisions, including maximum finance 
charges. 

Now that the principle of finance charge control has been estab- 
lished, we need to ask whether the maximums which have been 
adopted to date stand a chance of accomplishing the purpose for 
which they are presumably intended. This purpose is to make credit 
available to instalment buyers at reasonable rates, i.e., rates which 
give financing agencies a legitimate profit in terms of the risks that 
these agencies assume. I shall concentrate my attention mainly on 
existing new-car maximums, because more information is available 
on new-car financing than on used-car and other-commodity financ- 
ing and because new-car financing is the most important dollar seg- 
ment of retail instalment financing. 


PRESENT NEw-CarR MAXIMUMS 


In its 1957 annual report, General Motors Acceptance Corpora- 
tion (GMAC) stated: “In some instances they [maximum allow- 
able finance charges] seem unduly high, or, at least, not sufficiently 
low to eliminate unfavorable comment, even though approved by 
the duly elected representatives of the people.” Most states set ceil- 


2. Control will not eliminate excessive charges, of course, if legislative maximums are 
set too high. 
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ings in terms of annual add-on rates; a few use monthly rates on 
the original contract balances; and a few use monthly rates on the 
unpaid balance. Table 1 shows annual add-on rates, or their equiv- 
alents, for new-car financing in 1957 and at present. Annual effec- 
tive finance charge rates are roughly double annual add-on rates, 
computed on a time-money basis. 

The maximum annual add-on limits in Table 1 vary from 6 to 12 
per cent. Twenty-five of the limits are 7 per cent or higher and four- 
teen are 8 per cent or higher. Table 2 gives the distribution of new- 
car add-on rates which were charged by dealers in the late spring of 
1956. This indicates that (1) the median add-on charge was 6 per 
cent, (2) 70 per cent of the reporting dealers charged 6 per cent or 
less, (3) 88 per cent charged 64 per cent or less, and (4) only 2 per 
cent charged more than 7 per cent. This raises several questions. 
Since the charge of most dealers was 6 per cent or less, can states 
justify limits above 6 per cent? If so, what excess over 6 per cent 
can they justify?* What, if any, effect will the limit have on actual 
charges? 

Answers to these and other questions require much more data and 
knowledge than we now possess. Some exploratory comments are 
worthwhile, if only to call attention to all the implications involved 
in setting finance charge maximums. 


DIVISION OF THE FINANCE CHARGE 


Retail instalment financing laws cover instalment credit transac- 
tions initiated by dealers (sellers). They do not cover instalment 
cash loans made by banks or other lending agencies to enable con- 
sumers to buy autos or other commodities.* The interest on instal- 
ment cash loans goes wholly to the bank or other lending agency. 
The finance charge on dealer-originated credit transactions is usu- 
ally divided between the dealer and the financing agency which buys 
the credit (instalment paper). The part of the finance charge which 


3. Median effective new-car finance rates by region were as follows in 1954 and 1955: 


PERCENTAGES 


REGION 1954 1955 
Northeast 10.3 10.9 
North-central 10.7 10.8 
South 10.6 11.0 
West.. en 11.3 11.2 


These data indicate that geographical variations in financing conditions cannot support 
the wide spread in add-on limits. The above figures are from Consumer Instalment 
Credit, Financing New Car Purchases (New York: Federal Reserve System, 1957), 
Part IV, p. 74. 


4. Usury, small-loan, credit-union, and industrial banking laws set maximums for cash 
loans. 


TABLE 1 
MAXIMUM NEW-CAR FINANCING 
RATES IN RETAIL FINANCING 
LAWS, 1957 AND 1959 


Maximum ANNUAL 


App-On RATE 
' ror New-Car No. or STATES 
FINANCING* Havinc Eacu Rate 
(Per Cent) 1957 1959 
6.. 2 2 
eo iat 5 8 
Seen 2 3 
2 7 
_ PPP 3 3 
84-10t..... 1 1 
ee 3 3 
; 18 27 


* Some states express maximum allowable rates 
in monthly terms. California, Nevada, and Utah 
have a maximum rate of 1 per cent of the original 
contract. This is an equivalent yearly add-on rate of 
12 per cent. Iowa, Louisiana, and South Dakota 
have a maximum rate of 1} per cent a month on the 
unpaid balance. This is an equivalent annual add-on 
rate of about 74 per cent. 

t One of these states, Ohio, has an add-on rate 
of 8 per cent plus extra charges which bring the 
actual add-on rate equivalent to about 9 per cent 

t Indiana’s law permits equivalent add-on rates 
of from roughly 10 per cent on 12-month contracts 
to 8} per cent on 36-month contracts 


TABLE 2* 
DEALER REPORTS OF CUSTOMER RATES IN NEW-CAR FINANCING, 
BY TYPE OF FINANCING AGENCY, LATE SPRING, 1956 


PERCENTAGE DISTRIBUTION OF NUMBER OF RESPONSES 
WITHIN FINANCING AGENCY GROUP 


All 

Sales Finance Companies Financ- 
Customer Ratet Nation- Region- Deal- ing 

(Per CENT) All al al Local Banks ers Agencies 
Under 5... 1 1 1 er 6 3 3 
| REPS 5 5 5 5 16 6 9 
. 12 15 9 8 13 7 12 
tea oc 44 46 38 47 48 52 46 
ae 22 23 23 19 9 19 18 
Waid-din xmas 14 10 21 17 7 12 11 
Over 7..... 2 1 3 6 1 2 2 
Total.... 100 100 100 100 100 100 100 

Average rate 

er oes... ....... G2 6.1 6.2 6.3 5.8 6.1 6.0 


* Source: Consumer Instalment Credit, Growth, and Import (New York: Federal Reserve System, 1957), 
Vol. I, Part I, p. 53 

Note: Rates have been rounded upward to multiples of } per cent. If a dealer reported a range, the charge 
was rc orded at the mid-point rounded upward to the nearest multiple of 4 per cent. Details may not add 
to totals because of rounding 

t Rates are add-on finance charges stated in percentages per annum of unpaid original balance, and not 
effective or “‘true’’ interest rates. 

t Averages are weighted by number reporting 
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the dealer gets is variously called “dealer participation,’ “dealer 
reserve,” or “dealer bonus.” 

A Federal Reserve study shows that the following median effec- 
tive annual new-car rates existed in 1954 and 1955:° 


PERCENTAGES 
Type OF TRANSACTION 1954 1955 
Direct instalment loans of banks............ 9.3 9.3 
Instalment paper purchased from dealers by: 
ee A Tn eee ee 10.9 10.7 
Four major sales finance companies. ...... $i. 11.4 
Other sales finance companies............ 1.2 11.4 


The study reports that “the higher rates on paper purchased by 
banks and sales finance companies than on direct loans may be ex- 
plained partly by differences in average risk, and partly by ‘dealer 
reserve’ arrangements often made in connection with purchased 
paper.”® 

A prewar study further clarifies the relation of dealer participa- 
tion and the finance charge.’ Table 3 presents the Federal Trade 
Commission’s findings on average annual new-car add-on finance 
charges for the 1936-38 period for three classes of finance com- 
panies. The data show that average rates were 6 per cent for GMAC, 
6} per cent for CIT Financial Corporation and Commercial Credit, 
and slightly over 7 per cent for other finance companies. The FTC 
report stated that these variations were caused mainly by the differ- 
ent ways in which the three classes of companies handled dealer par- 
ticipation. GMAC rigorously controlled dealer participation by 
disallowing packs. The other companies were less effective in this 
respect.* As a result, the dealer portions of the finance charges for 
the three classes of companies shown in Table 3 were, successively, 
19.5, 30.0, and 25.2 per cent. 

In a consent decree signed in 1952, General Motors agreed not to 
coerce dealers to patronize GMAC or any other specific finance 
company. While General Motors denied ever having done any coerc- 
ing, GMAC has shifted from its prewar policy in handling dealer 
financing. GMAC’s objectives presumably are the same as before, 
i.e., to get the maximum financing business from General Motors 


5. Consumer Instalment Credit, Financing New Car Purchases, p. 74. 
6. Ibid. 
7. This was the pre-regulation period. 


8. Packs in transactions handled by the factory-preferred and independent companies 
were actually greater than shown in Table 3; for, through the use of multiple-rate 
charges, packs are concealed in the amounts shown as loss reserves and bonuses (see 
Federal Trade Commission, Report on Motor Vehicle Industry [1939], p. 967). 
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dealers and, at the same time, to give these dealers the best possible 
competitive position vis-a-vis other dealers. 

GMAC’s present policy reportedly consists of continuing to buy 
new-car paper at its prewar add-on rate of 4.85 per cent and per- 
mitting dealers to charge higher rates than 6 per cent if they desire. 
According to its own testimony, in states with no legislative maxi- 
mum, GMAC will not buy new-car instalment paper if the dealer’s 
charge exceeds 7 per cent. In states with legislative maximums, how- 
ever, GMAC does not question any new-car rate charged by a dealer 


TABLE 3* 


AVERAGE PERCENTAGE OF FINANCE CHARGE TO TOTAL DEFERRED CASH 
PURCHASE PRICE OF NEW CARS SOLD ON 12-MONTH INSTALMENTS 
BY DEALERS IN 1936, 1937, AND 1938 


Factory- Factory- 
controlled preferred Independent 
Finance Finance Finance 
Company ft Companies{ Companies 
Total finance charge$. . dei aesieacaian ait 6.04 6.50 7.09 
Finance company’s portion............. nee 4.84 4.56 5.30 
Dealer portion. .. Rea malek autos bine ore) 1.20 1.94 1.79 
Loss reserve odds sa ban ar atsieance 1.18 1.3 0.36 
Bonus sie bits Rear ech peetadeted? "Wonders 0.23 1.2 
Addition to regular finance charge (packs)... 0.02 0.36 0.21 
Dealer portion as percentage of total finance 
charge. . uGacib ta oaleies ckd alba cacaeas 19.5 30.0 25.2 
* Source: Federal Trade Commission, Report on Motor Vehicle Industry (1939), p. 982. Results are gencrally 
milar for 18- and 24-month contracts. Jhid., pp. 985, 988 
t General Motors Acceptance Corporation. 
t CIT Financial Corporation and Commercial Credit 
§ Equivalent effective annual rates (compounded monthly) are, successively, 11.57 per cent, 12.44 per cent, 
and 13.63 per cent 


which is within the statutory limit.? In March, 1959, 5,342, or 10} 
per cent of the 51,500 new-car contracts purchased by GMAC, car- 
ried customer rates above 7 per cent.’® 

If GMAC buys paper in regulated states at charges up to the legal 
maximum, it is not unreasonable to assume that other financing 
agencies may follow a similar policy in order to compete effectively 
for dealer financing business. To quote one authority: “As we have 
indicated, it is almost impossible for a car buyer to compare the 
relative cost and desirability of available alternatives. As a result, 
most finance companies do not rely primarily on low interest and in- 
surance rates to get the business. They rely more on close relations 


9. The information in this paragraph is from testimony presented to a Senate com- 
mittee: Hearings before the Subcommittee on Anti-Trust and Monopoly of the Com- 
mittee on the Judiciary (United States Senate, 1959), p. 457 (referred to hereafter as 
“Hearings” ). 


10. Ibid. 
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with the dealer, good service, and a rate structure that includes an 
attractive margin of profit to the dealer." 

Left unchecked, i.e., without control of dealer participation, com- 
petition for dealer business may force rates up until they reach the 
legal maximum. In such event the legal maximum is likely to serve 
both as floor and as ceiling.’* To the extent that this occurs, 25 of 
the present 27 legislative maximums will act as a force for raising, 
rather than reducing, finance charges." 

Our discussion raises the question of whether finance charge con- 
trol is adequate by itself or whether it must be supplemented by con- 
trol of dealer participation. The answer depends in part on the level 
of the finance charge maximum and in part on whether states wish 
to encourage price or non-price competition among financing agen- 
cies in competing for dealer financing business. In analyzing the im- 
plications involved in this choice, we look first at financing agency 
rates and profits. 

TABLE 4* 
NET PROFIT AS PERCENTAGE OF BEGINNING NET 
WORTH, LEADING CORPORATIONS IN FOUR 
INDUSTRY DIVISIONS, 1953-58 


Sales Manufac- Public 
Year Finance turing Trade Utilities 
ae 16.4 2.7 9.9 9.2 
. ae 16.3 12.4 10.0 9.3 
ae 16.6 14.9 10.9 9.7 
_.. er 16.3 13.8 11.4 9.8 
Pre 15.7 12.9 10.8 9.3 
i 14.7 9.8 10.2 9.8 
* Source: First National City Bank of New York. 


FINANCING AGENCY RATES AND PROFITS 


According to information presented to a Senate committee in 
1959, GMAC buys new-car paper from dealers at an annual add-on 
rate of 4.85 per cent, while other sales finance companies typically 
charge a rate up to one-half of 1 per cent above that of GMAC.™* 
This is about the same level and spread of rates as existed before the 
war (see Table 3), indicating a top buying rate somewhere in the 
vicinity of 54-54 per cent. 

Table 4 shows that these buying rates have been sufficient to give 


11. Hearings, p. 192. 


12. Ibid., p. 217. Experience in instalment cash lending adds weight to this possibil- 
ity. Small-loan companies and credit unions generally charge the maximum rates allowed 
by law. A number of banks follow a similar practice. 

13. The only exceptions are Michigan and Pennsylvania, which have a 6 per cent 
add-on limit. 

14. Hearings, p. 200. 
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leading sales finance companies a profit rate on beginning net worth 
which has been consistently above that of leading manufacturing, 
trade, and public utility corporations in the years covered (and 
other years for that matter). A more relevant comparison is in terms 
of profit rates on beginning common-stock equity. Sales finance 
companies would show to even greater advantage here, for they use 
more preferred-stock leverage than do manufacturing and trade 
corporations.’® 

Sales finance company profit rates seem more than adequate in 
the light of the following characterization of the business by one of 
its executives: “It is a low-risk and high-return business.’’® It is 
low-risk in an auto executive’s words “. . . because of this: You 
have receivables from a very large number of people. You have an 


TABLE 5* 

MEDIAN NET PROFIT AS PERCENTAGE 
OF AVERAGE NET WORTH FOR FOUR 
SIZE GROUPS OF SALES FINANCE 
COMPANIES, 1953-55 


CoMPANIFS BY 
ASSET SIZE 
(In MILLIons MepiaAn Prorir Rates} 
oF DOLLARS) 1953 1954 1955 
Under 10... 9.5 8.6 9.2 
10-49........ 10.8 9.0 9.7 
50-349. ... 12.9 12.9 14.1 
350 and over 13.1 3.3 13.1 
All groups. 10.5 9.6 10.8 


Source: Consumer Insitalment Credit, Growth, 
ind Import (New York: Federal Reserve System, 


1957), Vol. II, Part I, p. 30 
ning ast worth wore weed bere as t was a obtaining 
the rates in Table 4 
easily repossessible security for these receivables. You are going to 
have some loss. Some people will disappear. You will have some 
dealers who will sell out of trust, but you can spread your risk over 
thousands and hundreds of thousands of people, and you can tell 
approximately what is going to happen. The other thing is that 
people pay their debts.”*? 
The low-risk characterization is probably accurate in both pros- 
perity and depression years. Sales finance companies have relatively 
15. To illustrate, the average profit rate on beginning common-stock equity of nine 


large sales finance companies is as follows for the years 1953-58: 18.5, 17.1, 17.5, 17.0, 
17.5, and 15.6 per cent. 


16. Hearings, p. 195 
17. Ibid., p. 234. 
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low fixed costs and therefore are able to reduce their expenses propor- 
tionately to reduced revenues when the latter fall off. 

Table 5 indicates that larger sales finance companies are more 
profitable than smaller ones but that even the latter have relatively 
high profit rates. Again we need to point out that the profit rates on 
common-stock equity would be higher than those shown in Table 5 
because of the use of preferred-stock leverage by many sales finance 
companies. To show this, the profit rates on beginning and average 
net worth and on beginning common-stock equity for a sales finance 
company over the years 1954 to 1958 are presented in tabular 
form.'® 


Prorit RATE ON 


Beginning 

Common- 
Av. Net Beginning Stock 
YEAR Worth Net Worth Equity 
1054..... ; 9.4 9.6 12.5 
. Se 11.1 11.1 14.8 
a ‘ 10.6 11.7 13.6 
a 2 12.6 16.9 
Ss cecasee 10.9 11.4 14.3 


These figures would seem to indicate that, as far as finance com- 
panies alone are concerned, a maximum annual new-car add-on rate 
somewhere in the neighborhood of 43-54 per cent gives them more 
than adequate profits. How much the rate could be cut and still at- 
tract needed capital into the business requires determination of 
what is an adequate minimum profit rate. This is a difficult ques- 
tion and needs careful exploration by states in setting rates. No at- 
tempt is made here to answer it. 


DEALER PARTICIPATION 


Suppose that a state sets a maximum new-car add-on finance 
charge of x per cent but does not regulate dealer participation as 
such. The difference between x per cent and a financing agency’s 
buying rate (y per cent) is the maximum dealer participation (x per 
cent minus y per cent). Under this system, finance companies are 
under pressure to reduce buying rates in order to get dealer business. 
How low a company can reduce its buying rate depends on its costs. 
The lower its costs, the lower can be its buying rate. 

Table 5 indicates that finance company profit rates tend to rise 
with increased company size. Increased size brings an increased rate 
of return in this industry because internal operating efficiency and 
leverage both tend to rise with size. The leverage factor alone is 


18. Not all companies, of course, have preferred stock. 
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very important, for finance companies rely heavily on debt and pre- 
ferred stock in raising funds.’® Table 6 shows that debt leverage 
rises steadily with size. The largest companies get almost 89 per 
cent of their funds from debt, compared with 54 per cent for the 
smallest ones. Larger companies also get their debt and preferred- 
stock funds at lower interest and dividend rates than do smaller 
companies. 

The importance of cost advantage is indicated by two events of 
recent years. The more recent one is the Senate hearings on auto- 
financing legislation held in 1959, and the earlier one is the litigation 
in Indiana over dealer participation control. The Senate hearings 
were called to consider several bills, which, while differing in detail, 


TABLE 6* 
PERCENTAGE DISTRIBUTION OF LIABILITIES AND NET WORTH 
OF SALES FINANCE COMPANIES BY SIZE 
OF COMPANY, JUNE 30, 1955 
Size of Company 


(In Thousands Liabilities Liabilities 





of Dollars No. of (Short- and and Net 
of Loans) Companies Long-Term) Net Worth Worth 
Under 100..... 850 54.2 45.8 100.0 
100-500. .... 930 60.2 39.8 100.0 
500-1,000....... HO 70.0 30.0 100.0 
1 ,000-—5 ,000 v 320 77.9 22.1 100.0 
5 ,000-25 ,000.... 60 83.5 16.5 100.0 
25 ,000 and over.. 20 88.8 $4.2 100.0 
All companies 2,620 85.1 14.9 100.0 
* Source: Consumer Instalment Credit, Growth, and Import (New York: Federal Reserve 


System, 1957), Vol. I, Part 1, p. 71. 


have the major objective of prohibiting any auto manufacturer from 
directly or indirectly engaging in the retail financing of its or any 
other automobiles. The bills were sparked by an announcement by 
Ford that it was contemplating setting up its own financing subsidi- 
ary. CIT Financial Corporation and a number of other finance com- 
panies testified in favor of the bills. GMAC, Ford, Chrysler, and the 
National Auto Dealers Association testified against the bills. 

The main theme of the finance company testimony was that (1) 
the backing of General Motors’ vast resources permits GMAC to 
use higher leverage than other finance companies; (2) this higher 
leverage makes GMAC a lower-cost operator than other finance 
companies; and (3) this artificially created lower cost gives GMAC 
an unfair competitive advantage in seeking dealer business. 


19. Hearings, pp. 323-31. 
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According to a statement by the Ford Motor Company, “.. . 
GMAC purchases finance contracts from dealers at discount rates 
more favorable to the dealer than those generally offered by other 
finance companies.”° . . . This is a competitive disadvantage in cost 
of doing business suffered by a Ford dealer financing through the 
typical finance company compared with a GM dealer serviced by 
GMAC. This differential is also important to the ultimate consumer 
because the dealer’s willingness and ability to offer a favorable price 
to a customer is influenced basically by his cost of operating his 
business.’’*? 

The Ford statement makes clear, however, that a dealer will not 
necessarily reduce the finance charge to a consumer because he (the 
dealer) gets a low discount rate from a finance company.*? How, 
then, will the consunier benefit? In the following way, according to 
the Ford statement: “On the average, the lower the discount rate 
charged to a dealer by a finance company, the farther a dealer can 
go in reducing the overall price of an automobile sold to a customer 
on credit.”** 

Ford’s argument is based on two assumptions. The first is that 
dealer participation is mainly profit to the dealer; for a dealer can- 
not use dealer participation to offset a higher trade-in allowance, a 
lower-cash price, or both unless dealer participation is profit, i.e., in- 
come not offset by cost. The second assumption is that dealers will do 
what Ford says they may do. There are no data to indicate to what, 
if any, extent dealers give trade-in and/or price concessions in the 
amount of dealer participation.** Even if dealers do so in full, states 
still need to give serious consideration to preventing dealer partici- 
pation from exercising undue upward pfessure on finance charge lim- 
its; for, now that states are setting maximum finance charges, it is 


20. A Ford executive indicated his belief that GMAC is able to do this because it is 
a low-cost operator. He added the opinion that GMAC’s cost advantage is due not so 
much to borrowing advantages as it is to efficient internal operation, streamlined services, 
and rejection of highly marginal business (Hearings, pp. 199, 211). 


21. Ibid., p. 419. 
22. Ibid., pp. 334 and 350-51. 
23. Ibid., p. 418. 


24. History shows that a manufacturer wants to reduce the over-all price of his cars 
at retail as much as possible in order to be competitive with other manufacturers. The 
finance charge is part of this over-all price. When left to himself, a manufacturer attempts 
to reduce the finance charge to a minimum by controlling dealer participation. He appar- 
ently considers this a better method of insuring a low over-all price than letting dealer 
participation go up and hoping dealers will reduce trade-in allowances and/or give price 
concessions in an amount equal to dealer participation. As we have seen, manufacturer 
control of dealer participation is illegal under the antitrust law. 
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essential that these maximums be kept in line with analogous rate 
maximums in instalment cash lending.*® 

Turning to Indiana’s experience, its law limited dealer participa- 
tion until 1952, when such control was declared unconstitutional by 
the state’s Supreme Court.*® The suit was instituted by an automo- 
bile dealer and CIT Financial Corporation. It had the backing of the 
Automobile Association of Indiana, Inc., and was opposed by the 
state and a number of sales finance companies. 

Finance company competition for dealer financing business pushed 
dealer participation up after the Supreme Court’s decision.** As a 
result, a number of finance companies worked to restore some form 
of state control over dealer participation. In answer, the Automobile 
Association of Indiana sent the following statement to its members: 
“Regardless of their [finance companies’| purpose we know that 
dealers stand to gain much where they may sell their paper in a 
free market. We urge every dealer therefore not to be deterred in his 
determination to protect his right to sell his paper in a free market 
and to the company of his choosing.”** 

Dealers have traditionally taken the attitude that retail instal- 
ment paper is a commodity which—like any other commodity—they 
have the right to sell at any price they wish. The time-price doc- 
trine has provided legal justification of this attitude by holding that 
the sale of retail instalment paper is the sale of a thing rather than 
the loan of money and hence is exempt from the usury laws. In regu- 
lating finance charges, states are saying, in substance, that retail in- 
stalment credit is credit, not a commodity, and must be regulated 
just as are other forms of consumer credit. 

Twenty-five of the 27 states with finance charge limits allow fi- 
nancing agencies to pay dealers whatever dealer participation they 
wish. Financing agencies use dealer participation as a competitive 
weapon for getting dealer financing business in these states. Two of 
the 27 states regulate both finance charges and dealer participation.” 


25. This point is developed later. 


26. The Wisconsin Supreme Court ruled in 1951 that dealer participation control is 
constitutional. An Ohio court reached a similar decision in 1954. The Ohio decision cited 
the Wisconsin decision with approval and refused to follow the contrary Indiana de- 
cision. Courts in other states have not yet had occasion to rule on this issue. 


27. This is stated in a December 1, 1954, release of the Automobile Dealer’s Association 
of Indiana, Inc. 


28. Ibid. The statement is labeled “urgent and confidential.” 


29. They are Michigan and Ohio. Two additional states had dealer participation con- 
trol for a time. Indiana’s control provision was declared unconstitutional in 1952, and 
Wisconsin repealed its provision in 1953. 
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Ohio limits dealer participation to 2 per cent of the principal unpaid 
balance. Michigan’s limit is 2 per cent of the unpaid balance on new- 
car deals and 3 per cent on used-car deals plus, in each case, one- 
twelfth of this amount for each month the contract runs between 12 
and 24 months. Michigan’s provision amends an earlier one, which 
set a maximum dealer participation of $15 on 12-month contracts, 
with an added $1.25 for each extra month on over-12-month con- 
tracts up to a maximum of $30. 

Michigan’s law states that the dealer is entitled to dealer partici- 
pation only if he “prepares the credit information, contract, note, 
mortgage and application for title. . . .”” This would seem to indicate 
that the main financing services performed by a dealer are routine 
and clerical in nature. If this is so, states need to consider several 
questions.*® First, should dealer participation vary with size of deal 
when the services performed are the same on each deal? It does not 
take a dealer any longer to fill out or file forms involving a $5,000 
deal than it does one for $1,500. Second, is the size of the allowable 
dealer participation too high, about right, or too low in terms of the 
financing services performed by the dealer? 

The second question needs to be considered also by states which 
do not regulate dealer participation. It was noted above that financ- 
ing agencies have been making good profits in buying new-car paper 
from dealers at add-on rates of 54 per cent and less. All but one 
state without dealer participation control have finance charge limits 
of 7-15 per cent. Can this potential allowance of 13-9? per cent for 
dealer participation be justified in terms of the financing services 
performed by the dealer? Studies are necessary to determine the cost 
of the financing services performed by dealers.** 


FINANCE CHARGES AND INTEREST MAXIMUMS 


States have long had usury, small-loan, credit-union, and other 
interest-rate maximums in cash lending. Now that states are setting 
finance charge maximums, they need to give consideration to setting 
similar maximums in both areas for corresponding risks. If finance 


30. More broadly, states need to determine the respective financing functions of deal- 
ers and financing agencies and to see that each party does not get excessive remuneration 
for the services each performs. 


31. From a legislative point of view, such studies should include only the added out- 
of-pocket costs of providing financing services. Allocating part of executive salaries, 
depreciation, advertising, and other expenses which go on anyway is questionable from 
the point of view of getting financing cost figures for legislative purposes. For discussion 
of an analogous problem in the credit insurance field see An Analysis of the Licensed 
Lender Industry, New York State, 1945-1957 (New York: New York State Banking De- 
partment, 1958), pp. 83-86. 
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charge maximums are higher than interest maximums for corre- 
sponding risks, cash lending agencies will exert pressure for upward 
revision of interest-rate maximums.** This has already happened in 
New York State. New York’s experience can best be indicated by 
the following quotation from a New York State Banking Depart- 
ment report: 

A second source of [small-loan] industry dissatisfaction with the present rate 
structure rests upon a comparison with treatment accorded other consumer lend- 
ers under the New York State law. First, according to industry spokesmen, 
motor vehicle financing rates under recently enacted legislation are higher under 
certain conditions than those currently permitted under the licensed lender pro- 
visions of the Banking Law. A comparison of financing charges on used cars and 
comparable small loans shows the former to provide a gross monthly rate of 
1.93 per cent as opposed to the 1.78 grossed by licensed lenders in 1957. Further- 
more, other factors work against the licensed lender. Risk and cost of servicing 
is higher because of lack of, or poorer, security, and average loans are lower, 
causing higher operating expenses per loan. . . . Further, licensed lenders are not 
permitted to collect minimum charges similar to those permitted in certain types 
of retail instalment financing. . . . Finally, the industry’s average monthly rate 
collected under current law is only slightly above that deemed a basic “non- 
profit” rate which retail stores may charge on revolving credits.3% 


To take one other example from New York State, the retail financ- 
ing law has a 7 per cent annual add-on rate ceiling on new cars 
which banks finance by direct loans to consumers. Can this differ- 
ence be justified? Banks do almost half the country’s automobile in- 
stalment financing. About three-fifths of the banks’ portion is done 
by purchasing paper from dealers and two-fifths by direct loans to 
consumers. Both methods are mass financing operations, and both 
involve the same collateral. 

There may be somewhat greater selectivity in direct loans than in 
paper purchased from dealers. It is easy to exaggerate the impor- 
tance of selectivity, however. Automobile financing is essentially 
mass financing. It involves financing large numbers of borrowers in 
a given class, e.g., new-car buyers, at a standard charge and relying 
on profits on the preponderance of buyers which work out to more 
than cover the losses of the relatively few which do not. 

While I have talked mainly in terms of new-car financing, the 


32. The converse is also true, i.e., sales financing agencies will exert pressure for higher 
finance charge maximums if such maximums are lower than interest-rate maximums for 
corresponding risks. 

33. An Analysis of the Licensed Lender Industry, New York State, 1945-1957, pp. 
29-30. There are, of course, two possible conclusions if the industry’s allegation is cor- 
rect. One is that small-loan rates are too low, and the other is that used-car financing 
rates are too high. Profit data included in the report seem to support the second con- 
clusion (ibid., p. 44). 
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same considerations apply to used-car financing and—except for 
dealer participation—to other-commodity financing. States need to 
think through these problems in broad terms of instalment credit as 
a whole. The day of compartmentalizing retail instalment credit and 
instalment cash loans seems to be nearing an end.** 


34. Following is a brief summary of the comments and criticisms of the three dis- 
cussants, Ernst A. Dauer, Thomas W. Rogers, and Robert P. Shay. Space prevents 
evaluating these comments and criticisms here. Dauer makes three points: (1) Finance 
company profits come partly from new-car financing and partly from other sources. In 
view of this, there is no necessary relation between the rate of charge on new-car paper 
and the rate of return on common-stock equity. (2) Figures for 1958 show that auto- 
mobile dealers in the aggregate would have had net losses if they had received no finance 
income. The finance income permitted them to show a small profit. (3) The rate-fixing 
problem is very complex. 

Mors mentions, but does not discuss, several legislative trends at the outset of his 
paper. Rogers develops and comments on these trends from the vantage point of his 
own long experience in the consumer finance field. 

Shay points out that finance charges and dealer participation remained relatively 
stable from 1936 to 1956. This indicates that competitive forces may be sufficiently 
strong to prevent finance charges from rising to legal maximums. He particularly 
stresses the importance of competition by direct-lending banks. When competition 
works, the function of legislative ceilings is to eliminate unusual abuses rather than to 
set actual rates. He points out that ceilings can be much higher under these conditions 
than if competition does not work. He also notes that finance companies run considerable 
risks in using leverage and should be compensated for taking that risk. Finally, he ob- 
serves that the matter of dealer participation is very complex. 








RECENT INSTITUTIONAL DEVELOPMENTS IN THE 
FIELD OF CONSUMER CREDIT 


Cart A. DAUTEN 
Washington University 


THE MUSHROOMING of bank check-credit plans under such names as 
“Check Credit,” “Ready Credit,” “Check-A-Loan,” and “Instant 
Money” has again focused attention on institutional developments in 
the field of consumer credit. There have been other significant inno- 
vations in the field of consumer financing institutions in recent 
years, such as the plans by which a bank in a community develops a 
charge plan for a group of merchants, the boom in consumer credit 
insurance which has not been uniformly available to all institutions, 
the use of life insurance on savings and share accounts by credit un- 
ions to attract funds, and the like. This paper will explore the 
changes in the relative positions of the institutions financing the 
consumer, especially in the period since 1949. Consideration will 
first be given to the position of retail outlets and financial institu- 
tions in financing consumers. Then changes in the relative positions 
of various financial institutions will be considered. 


RELATIVE PosITIONS OF RETAIL OUTLETS AND FINANCIAL 
INSTITUTIONS IN FINANCING THE CONSUMER 


One of the most pronounced changes in financing consumers in 
the post-World War II period has been the continuing shift of in- 
stalment financing from retail outlets to financial institutions. At the 
end of 1939, retail outlets held 31.1 per cent of instalment credit, 
and financial institutions held 68.9 per cent. By the end of 1945, the 
share held by financial institutions has increased to 72.0 per cent of 
the total. This was not a temporary shift due to wartime influences. 
By the end of 1949 the share held by financial institutions had in- 
creased to 79.8 per cent of the total of instalment credit, and it has 
continued to increase to 85.5 per cent by the end of 1958. Figures 
for 1939, 1945, and the period from 1949 to the present are pre- 
sented in Table 1. 

The reasons for this shift have not been fully explored and would 
be difficult to determine completely. Several factors which were at 
work during this period offer at least a partial explanation of the 
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shift. The rapid increase in price levels in the early post-World War 
II years greatly increased the need for working capital in the retail 
field to carry on the same physical volume of business, and this need 
was further augmented by the increasing volume of business in real 
terms. Retail stores found it difficult to raise all the funds they 
needed on a permanent basis. This was true of the smaller stores 
because of the problems which many small and intermediate-sized 
businesses have of attracting equity capital. Some of the larger 
stores found it difficult in the early postwar years to raise money on 
a favorable basis because stock prices were relatively low in rela- 
tion to earnings for several years after the 1946 stock-market de- 
cline. 
TABLE 1* 
INSTALMENT CREDIT HELD BY FINANCIAL INSTITUTIONS 
AND RETAIL OUTLETS, 1939-59 
(Estimated Amounts Outstanding in Millions of Dollars) 


Total Amount Held Percentage Amount Held Percentage 
End of Year Instalment by Financial of by Retail of 

or Month Credit Institutions Total Outlets Total 
a cal 4,503 3,065 68.9 1,438 31.1 
ae.... 2,462 1,776 72.0 686 28.0 
1949... 11,590 9,257 79.8 2,333 20.2 
1950... 14,703 11,805 80.3 2,898 19.7 
1951... 15,294 12,124 79.2 3,170 20.8 
fe... 19 ,403 15,581 80.3 3,822 19.7 
1953... 23 ,005 18 ,963 82.4 4,042 17.6 
1954... 23 ,568 19,450 82.4 4,118 17.6 
1955... ; 28 ,958 24 450 84.5 4,508 15.5 
1956... 31,827 27 ,084 85.2 4,743 14.8 
er .... 34 ,095 29 ,427 86.3 4,668 13.7 
ee 33 ,865 28 ,943 85.5 4,922 14.5 
July, 1958... . 33074 28/917 87.4 4,157 12.6 
July, 1959... 36,449 31,656 86.9 4.793 13.1 


* Source: Based on data in the Federal Reserve Bulletin. 


In the period from 1953 on, retail outlets were more affected by 
“tight”-money policies than were financial institutions other than 
commercial banks. Retail stores typically borrow significant amounts 
of money through short-term bank credit and relatively little in 
long-term capital markets. Credit stringency affects short-term bank 
credit more directly and faster than it does other forms of credit. 
Consumer financing institutions found it possible to raise short-term 
funds by selling commercial paper and so increased their supply of 
funds over their lines of credit. They also relied heavily on long- 
term credit, which was not affected so severely by tight money, es- 
pecially in the early stages of a recovery period. 

At the same time that retail stores were having difficulty attract- 
ing sufficient funds in a short period of time to meet all needs, finan- 
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cial institutions were in a favorable position to acquire more busi- 
ness. They had excess funds right after World War II because the 
volume of consumer credit decreased materially during World War 
II primarily because durable goods were not generally available. 
This led them to go after additional financing business more vigor- 
ously than they might have done under more normal circumstances. 
As they expanded their volume of business, they found additional 
funds relatively easy to get, especially when their prospects are com- 
pared with those of retail stores. The monetary policies being fol- 
lowed in the early postwar period by the Federal Reserve System 
and the Treacury favored credit expansion. Consumer financing 
agencies also found a ready market for their senior securities and so 
increased their trading on equity materially. 

The shift in financing was made possible and mutually advan- 
tageous by the different financial positions in which retail outlets 
and consumer financing institutions found themselves in the post- 
war years. This shift was also partly due to a change in the compo- 
sition of the credit extended. There was a small relative increase in 
the importance of automobile credit, which increased from 39.2 per 
cent of instalment credit in 1949 to 41.7 per cent in 1958. Since most 
automobile financing is done by financial institutions, this small in- 
crease in the proportion of automobile financing to total instalment 
financing accounts for part of the shift. Of somewhat more signif- 
icance is the relative decline of instalment credit to finance other 
consumer goods as a percentage of total instalment credit. Such 
credit declined from 31.9 per cent of the total of instalment credit 
in 1949 to 26.6 per cent in 1958. Since a substantial proportion of 
such financing is done by retail stores, this decrease helped reduce 
the relative importance of financing by retail outlets. 

The relative decline in the importance of the financing of the 
purchase of consumer goods other than automobiles is in itself a 
complex problem. Several factors offer a partial explanation. In- 
creased real incomes made possible the purchase of some of these 
items for cash by a larger percentage of purchasers, thus reducing 
the relative need for credit. Purchases of these consumer goods did 
not expand so rapidly with income as in the prewar period. In the 
prewar period, expenditures on furniture and household equipment 
in constant dollars changed, on the average, 1.6 per cent for each 
1 per cent change in disposable personal income. In the postwar 
period this relationship has been reduced to a 1-to-1 basis.’ This 


1. Louis J. Paradiso and Mabel A. Smith, “Consumer Purchasing and Income Pat- 
terns,” Survey of Current Business, March, 1959, p. 25. 
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failure of expenditures on furniture and household equipment to 
expand as rapidly in relation to income as in the prewar period 
reduced the former potential for credit in this field in relation to 
increases in income. 

The volume of such credit was also reduced because household 
equipment is being built into homes to a greater and greater extent 
and such new equipment is financed as part of the mortgage on the 
house. Open-end mortgages, which make possible the financing un- 
der the mortgage of equipment bought in later years, have also come 
into more general use. 

Other factors also account for the shift in instalment financing 
from retail outlets to financial institutions. Financial institutions 
have been and are actively seeking to attract such business, and 
their promotional efforts in this area would, in all probability, have 
achieved some measure of success even if conditions had been less 
favorable for shifting financing to such institutions. Financial in- 
stitutions were also able to capitalize on their advantage of spe- 
cialization in the credit-granting function in the postwar period. 
Several periods of federal regulation of consumer credit and in- 
creasing state regulation multiplied the record-keeping and adminis- 
trative problems in this field. Retail stores also found it extremely 
difficult to get and hold good employees who had the ability to 
handle credit extension and collection. Financial institutions are 
facing this problem now but did not face it as early as, or to the 
degree to which, retail outlets did. 

This shift in instalment financing from retail outlets to financial 
institutions has gone on rather steadily during the whole period 
since 1945. The only time it has clearly slowed down has been in 
recession years. In 1949 the decline in the percentage of credit held 
by retail stores was only slightly lower than in 1948. In 1954 the 
percentage was the same as in 1953, and in 1958 it was somewhat 
higher than in 1957. The data suggest that retailers first utilize all 
funds they have available for their own instalment financing and 
then turn to financial institutions for further financing. In 1954 
total instalment credit went up but little from 1953. The volume of 
credit extended by retail outlets increased by the same proportion, 
so that the percentage held by retail outlets was unchanged from 
1953 to 1954. In 1958 the total volume of instalment credit went 
down slightly, whereas the volume of credit extended by retail 
stores increased. As a result, the percentage of total instalment 
credit extended by retail stores went up somewhat from 1957 to 
1958, 
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The cyclical change from 1957 to 1958 obscures the recent trend 
somewhat. However, the downward trend appears to be continuing. 
This is to be expected because the factors which have been respon- 
sible for it are still at work. However, many have already had suf- 
ficient time to have had a major part of their impact. It appears 
likely that the trend will continue for the next few years, but at a 
slower rate than in the 1939-58 period. 


RELATIVE POSITIONS OF FINANCIAL INSTITUTIONS IN 
FINANCING THE CONSUMER 


While the shift in instalment financing from retail outlets to fi- 
nancial institutions was taking place, some significant changes also 
occurred in the relative shares of such financing done by various 
financial institutions. The most pronounced of these changes has 
been the increased share of instalment financing of consumers done 
by credit unions. At the end of 1949, credit unions held 4.8 per cent 
of instalment credit outstanding. Their share went up steadily until, 
at the end of 1958, it was 9.3 per cent of the total. It increased as 
a proportion of the total each year except in 1955, when the per- 
centage at the end of the year was the same as at the end of the 
previous year. 

There were significant shifts from 1949 through 1958 in the per- 
centage of instalment credit held by commercial banks. Their pro- 
portion of credit outstanding dropped from 1950 to 1955, from 49.1 
per cent of the total at the end of 1950 to 43.3 per cent at the end 
of 1955. It remained about the same in 1956 and has increased 
slightly since then. This performance of commercial banks can best 
be summarized by saying that their share of total instalment credit 
declined from 1950 to 1955 and has remained about stable since 
then. 

Sales finance companies also show a varied performance during 
the period under review. Their share of the total had relatively minor 
fluctuations from the end of 1949 through the end of 1954. In 1955 
their share of the total went up from 31.6 per cent at the end of 
1954 to 34.3 per cent at the end of 1955. Their proportion of the 
total has dropped since, so that, by the end of 1958, it was somewhat 
smaller than at the end of 1949, that is, 30.1 per cent as compared 
with 31.7 per cent. 

The share of consumer finance companies has shown some varia- 
tion in the period from the end of 1950 to the end of 1958. The 
lowest percentage was at the end of 1950, when they held 10.9 per 
cent of all instalment credit outstanding. The highest figure, which 
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came in 1951, was 12.8 per cent of the total. In the period since 
the end of 1951 they have held between 11 and 12 per cent of the 
total of instalment credit outstanding. Other financial institutions, 
which are primarily finance companies chartered under laws in sev- 
eral states which differ markedly from the uniform small-loan laws, 
increased their share of the market somewhat, from 3.6 per cent at 
the end of 1949 to 4.8 per cent at the end of 1958. The shares of 
total instalment credit outstanding held by the major types of finan- 
cial institutions are shown in Table 2. 


CHANGES IN TYPES OF INSTALMENT CREDIT 
HELD BY FINANCIAL INSTITUTION 


More significant changes took place in the relative positions of 
the major types of financial institutions in granting various types 
of instalment credit. Each major type identified in Federal Reserve 
data on consumer credit will be considered in turn, beginning with 
automobile credit. 

Several trends are discernible in the relative positions of financial 
institutions in financing automobile sales. Commercial banks have 
increased their share of the automobile-financing field somewhat 
since 1949. At the end of 1949 they held 41.7 per cent of automobile 
paper, and this had increased to 44.7 per cent by the end of 1958. 
The increase in the proportion of automobile paper purchased by 
banks is quite substantial. At the end of 1949, automobile paper 
purchased by banks was 19.7 per cent of the total volume of auto- 
mobile paper outstanding, and this had increased by almost 50 per 
cent to 28.8 per cent at the end of 1958. This increase in automobile 
financing by buying automobile paper was offset by less favorable 
bank experience in making direct automobile loans. At the end of 
1949, bank direct loans accounted for 22.0 per cent of automobile 
financing. The proportion decreased through 1956 to 14.9 per cent 
but has increased somewhat since that time, to 15.9 per cent at the 
end of 1958. Sales finance companies financed a smaller percentage 
of automobile instalment sales at the end of 1958 than at the end 
of 1949—46.7 per cent compared with 52.3 per cent. Their per- 
centage of the total increased somewhat in 1955 but has decreased 
gradually since then. 

The share of other financial institutions in automobile financing 
has gone up somewhat since 1949. It was 6.0 per cent of the total 
at the end of that year and 8.5 per cent at the end of 1958. A 
breakdown of such loans among credit unions, consumer finance 
companies, and other financial institutions is not available for the 
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end of 1949 or the end of 1958. Such figures are available for 
September 30, 1950, when the Federal Reserve required reports of 
all registrants under Regulation W. Estimates are available for con- 
sumer finance companies for the end of 1957, and Ernst Dauer has 
made such estimates for credit unions based on the special census 
made by the Bureau of Federal Credit Unions on December 31, 
1956.2 The percentage of automobile instalment credit held by 
credit unions increased from 2.6 per cent of the total held by fi- 
nancial institutions on September 30, 1950, to 6.3 per cent on De- 
cember 31, 1957. This indicates that the reason for the increase in 
auto financing by other financial institutions is the increase in such 
financing by credit unions. 

Significant shifts have also taken place in the financing of other 
consumer durable goods. At the end of 1949, banks held 62.7 per 
cent of other consumer-goods instalment paper. This had decreased 
to only 51.4 per cent at the end of 1958. During this same period 
the share held by sales finance companies increased from 28.0 to 
34.8 per cent. Other financial institutions also show an increased 
proportion of financing of other consumer durable goods. Their 
share of the total increased from 9.3 per cent at the end of 1949 
to 13.8 per cent at the end of 1958. Figures for September 30, 1950, 
and December 31, 1957, show that credit unions and consumer 
finance companies both increased their share of such financing dur- 
ing this period. The share held by credit unions increased from 1.6 
to 5.1 per cent of the total of such instalment financing by financial 
institutions and that of consumer finance companies from 4.7 to 
8.0 per cent.’ 

The total volume of repair and modernization loans is the smallest 
of the major categories of consumer instalment credit, and com- 
mercial banks have to a large extent dominated this field. However, 
the share held by commercial banks declined from 79.6 per cent at 
the end of 1949 to 75.1 per cent at the end of 1958. Sales finance 
companies practically dropped out of this field during this period. 
Their share of this type of financing dropped from 10.0 at the end 
of 1949 to 0.9 per cent at the end of 1958. The share held by other 
financial institutions increased substantially, that is, from 10.4 per 
cent at the end of 1949 to 24.0 per cent at the end of 1958. Credit 
unions account for part of this increase and also consumer finance 
companies and other finance companies in the consumer field. The 

2. As reported in Proceedings of the Tenth Annual National Consumer Credit Con- 
ference (“Ohio State University Publications” [Columbus, 1958]), pp. 27, 28. 

3. Ibid. 
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share of credit unions went up from 2.9 per cent at the end of 
September, 1950, to 5.9 per cent at the end of 1957, and that of 
consumer finance companies and other finance companies in the 
consumer field from 8.7 to 16.1 per cent.* 

There have also been some shifts in the proportion of personal 
instalment loans made by the different financial institutions. The 
share of commercial banks in such financing declined from 37.4 per 
cent at the end of 1949 to 31.0 per cent at the end of 1958. Most of 
the decline took place by 1954. There were minor declines until 
1957 and some recovery since that time. 

Sales finance companies increased their share of the total some- 
what, that is, from 5.8 per cent at the end of 1949 to 8.7 per cent 
at the end of 1958. This is primarily due to the activity of sub- 
sidiaries of of some sales finance companies which operate under 
small-loan and related laws. The proportion of personal loans made 
by other financial institutions increased from 56.8 per cent in 1949 
to a little over 61 per cent in each year from the end of 1954 through 
the end of 1957. It decreased somewhat in 1958, to 60.3 per cent 
of the total. From September 30, 1950, through December 31, 1957, 
the share of credit unions went up slightly, while that of consumer 
finance companies remained constant. That of other institutions in 
the consumer financing field increased from 6.5 per cent of the total 
to 11.3 per cent.® 


ANALYSIS OF CHANGING POSITION OF FINANCIAL 
INSTITUTIONS IN FINANCING THE CONSUMER 


The changing institutional patterns in consumer financing are a 
result of forces operating within each institution and of forces op- 
erating in the economy at large. Factors affecting the relative posi- 
tions of each consumer financing institution will be considered in 
turn. 

The most pronounced shift has been the steadily increasing share 
of total financing done by credit unions. Their percentage of total 
financing has gone up and also their percentage of automobile fi- 
nancing, other consumer durable-goods financing, and repair and 
modernization loans. Their share of the personal-loan field, in which 
they began their operations, has increased somewhat, but by no 
means so significantly as their share of financing in the other fields. 

One of the reasons for this increased share of total financing is 
the rapid growth in numbers of credit unions since 1949. Credit 


4. Ibid. 5. Ibid. 
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unions had a period of rapid growth in numbers from 1929 to 1940, 
increasing from about 1,000 to about 9,000. From 1940 to 1949 the 
number grew very slowly. It increased somewhat during 1941 and 
1942 and then declined during the rest of the World War II period. 
It went up slowly to 1949, when some 9,900 credit unions were in 
existence in the United States. The number has increased signifi- 
cantly every year since then and passed 19,000 at the end of 1958. 
The total membership went up even faster, from just over 4 million 
at the end of 1949 to almost 11 million at the end of 1958. And 
total assets showed a still larger percentage of increase, from $827 
million to $4.4 billion.® 

Several factors account for such rapid growth. The growth in 
numbers is due in part to the promotional efforts of the Credit Union 
National Association and the various state credit-union leagues. 
They have used such promotional devices as contests to get volun- 
teers to organize credit unions and a Founders Club in which mem- 
bership is available to any member who has organized a credit union 
other than his own. This group had a membership of 4,435 members 
as of May, 1959, which shows the success that the credit-union field 
has had in getting members to start new unions. 

The Credit Union National Association also conducts training 
programs for credit-union personnel. The highlight of this program 
is the School for Credit Union Personnel held in conjunction with 
the University of Wisconsin. 

Effective promotion of new credit unions cannot, however, be ef- 
fective unless credit unions are able to attract savings and make 
loans, and their increase in assets and loans shows that they have 
succeeded in doing both. Especially in the period of tight money 
since 1953, the ability to attract savings has been a big factor in 
their growth. Such factors as group spirit and convenience are no 
doubt important in this respect. Also important is the dividend 
rate, which has been somewhat above that offered by most com- 
peting savings institutions. The modal rate has been 4 per cent for 
several years, and some credit unions have paid substantially more. 

An added feature in many credit unions is life insurance for mem- 
bers equal to their savings in the credit union. The limit on such 
insurance was raised to $2,000 in 1957 in most areas. At the end of 
1958, such insurance was being carried by over 15,000 credit unions 
and had a total coverage of $1.7 billion.’ 

6. Credit Union Yearbook, 1959 (Madison, Wis.: Credit Union National Association, 
1959), p. 21. 

7. Ibid., p. 47. 
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As has already been indicated, one of the major reasons for the 
growth of credit-union loan volume has been their increased share 
of loans to finance automobiles and other consumer durable goods 
and in the repair and modernization loans field. This is due in part 
to a conscious campaign by credit-union officials to encourage such 
loans. It is also because credit unions are often able to quote lower 
rates than their competitors. Credit-union borrowers are in about 
the same income class as borrowers from consumer finance com- 
panies but have a much lower average income than borrowers from 
commercial banks.* Credit-union rates are substantially below those 
of consumer finance companies. People in these income brackets 
also buy used cars more frequently than people in higher-income 
brackets, and credit-union rates are lower than used-car financing 
rates of most sales finance companies. The cost of borrowing from 
some credit unions has also been reduced, since they make interest 
refunds to their members. In 1958, about 15 per cent made refunds, 
the modal refund being 10 per cent of the interest paid.° 

Credit unions, according to Professor W. David Robbins’ study, 
make over 60 per cent of their loans to operatives and clerical 
workers.’® Since the income of these groups increased more rapidly 
in the post-World War II years than that of many higher-income 
groups, they were able to borrow more money, and this helped the 
relative position of credit unions. 

The growth of credit-union lending may also have been stimulated 
by the use of credit insurance. Credit unions provided insurance on 
the remaining loan balance of every borrower before this form of 
insurance became generally popular in the consumer lending field. 
Credit unions also provide this benefit at no extra cost to the bor- 
rower, whereas competing lending institutions usually make a sep- 
arate charge for it. 

The changing position of commercial banks in the consumer fi- 
nance field is also the result of many factors in the economy and in 
the banking field itself. Banks entered the consumer financing field 
in sizable numbers only after it was already well developed. They 
increased their share of such financing materially until the beginning 
of World War II. Their relative position did not change significantly 
during the war. However, in 1946 they materially increased their 
relative position in the field of consumer financing. It increased 

8. W. David Robbins, Consumer Instalment Loans (Columbus: Bureau of Business 
Research, Ohio State University, 1955), p. 127. 

9. Credit Union Yearbook, p. 29. 

10. Robbins, op. cit., p. 127. 
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somewhat to 1950, then declined to 1955, and has been about stable 
since. 

The opposite kind of performance could have been expected in 
the period since 1949 based on the group of people who are typically 
borrowers from commercial banks. Banks generally lend money to 
individuals who are in higher-income brackets than those who bor- 
row from credit unions and consumer finance companies. Since real 
income went up substantially in this period and more rapidly in 
lower-income brackets than in the higher brackets, the number of 
potential bank customers went up more rapidly than those of con- 
sumer finance companies and credit unions. Nevertheless, the banks 
did not get an increasing share of the consumer financing market, but 
a decreasing share for several years and then a stable share. 

The decreased share of bank financing from 1950 through 1955 
is in part a readjustment of competitive positions after the significant 
increase in their share of the market in the early past-World War II 
period. This increase did not arise because of basic shifts in pref- 
erence of consumers but because of special factors at work in this 
period. One was the liquid position of banks in this period, arising 
out of war financing. They had funds readily available for all types 
of lending, whereas competing institutions had in many cases put 
their funds into alternative uses, as, for example, sales finance com- 
panies going into the manufacturing business during the war. An- 
other factor was the relatively liquid position of many consumers 
at the end of the war, which put them in a better position to qualify 
for bank credit than they normally were. 

The advantages which banks had in obtaining funds continued 
until the Federal Reserve—Treasury accord. During the early pe- 
riods of tight money their relative share of total financing dropped, 
and then it about stabilized. After credit expansion was controlled 
more closely again by monetary policy, the banks’ ability to lend 
depended to a greater degree on their ability to attract savings. They 
have been able to do this less effectively than competing institutions 
have. In 1946, banks held 53.7 per cent of the savings account 
money held by banks, savings and loan associations, mutual savings 
banks, credit unions, and postal savings. By 1957 their share had 
dropped to 41.6 per cent.” 

The changes in various types of credit granted show that these 
factors do not account for the whole shift. The banks’ share of pur- 
chased automobile paper has been increasing. The initiative in such 


11. Association of Reserve City Bankers, Commercial Banking’s Position in America’s 
Financial System (Chicago, 1958), p. 11. 
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financing does not come from the consumer but from the bank. The 
share of other consumer-goods paper is down, but this is at least 
partly to be expected in the banking field. Their customers have to 
an increasing degree been in a position to pay cash for many of 
these items as incomes have increased. The type of credit for which 
consumers take the initiative has shown a relative decline, that is, 
direct automobile paper and personal loans. 

Studies made by the Association of Reserve City Bankers indicate 
that this may be due, in part at least, to intangible factors. A sur- 
prisingly small percentage of people interviewed in a market study 
of banks and other institutions stated that they borrowed from 
banks because they felt it was possible to get a bank loan easily, 
and practically none because they felt they could get loans quickly. 
The image of bankers was still that of a group hard to know, hard 
to deal with, and formal.’* Bank check-credit plans should help 
improve the competitive position of banks. They make it easy to 
get credit at the initiative of the borrower, the field in which banks 
have been losing position. In fact, this makes the mechanics of 
credit extension so easy that, with proper promotion and policies in 
extending credit lines, banks may tap the potential market of those 
in traditional bank income brackets who have not been attracted to 
use bank credit. 

Bank check credit may also help banks reverse the decline in 
other consumer-goods financing. Amounts in this field are often rela- 
tively small and costly to finance under present arrangements. Bank 
check credit makes it convenient and relatively inexpensive. 

The relative position of sales finance companies has not changed 
materially since 1949; but the composition of their financing has 
changed somewhat. They expanded their share of total financing 
somewhat in 1955, the year of high automobile sales and an ex- 
panded percentage of credit sales. Their share of auto financing has 
declined since 1955, and their share of other consumer-goods fi- 
nancing has gone up since that time. They have about gotten out 
of the repair and modernization loan field since 1949 and have in- 
creased their share of personal loans somewhat. 

Sales finance companies have found it increasingly costly to raise 
funds since 1953, and the smaller ones have found it more and more 
difficult. In fact, GMAC has increased its share of the business 
dramatically in comparison with other national concerns, in part at 
least because of its ability to attract financing. The changing levels 
of automobile sales have also created problems of orderly growth 


12. Ibid., p. 20. 
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for companies which do the major part of their business in this field. 
This led to increased emphasis on other consumer-goods paper after 
1955. The ability of sales finance companies to hold their own or 
get an increasing share of the consumer financing business depends 
in large measure on their ability to raise capital. The experience of 
GMAC in this field was probably to a large measure responsible for 
the Ford Motor Company setting up its own financing agency. 

Consumer finance companies have not changed their share of the 
market materially since 1949. This is in some ways a remarkable 
record, since they have operated under fixed loan ceilings and maxi- 
mum loan charges in a period of continuing inflation. They could 
have been expected to lose out competitively as price levels and real 
incomes increased in the postwar period. They have had problems 
of attracting capital just as sales finance companies have had. More 
serious have been the problems of getting loan ceilings raised in 
line with changed conditions. As they have been changed, materially 
lower rates have been set on loans above $300 and often on loans 
above $150. This creates problems of maintaining profits in the face 
of rising costs. Problems in this field in the postwar period have 
been analyzed in some detail in the author’s recent monograph, The 
Consumer Finance Industry in a Dynamic Economy, and will there- 
fore not be considered more fully here.** 


SUMMARY 


Many of the factors which have affected the relative position of 
financial institutions in financing the consumer in the period since 
1949 have had most of their impact, while others are still of major 
significance. In the absence of unusual factors, consumers borrow 
where they get the best deal, balancing cost, convenience, and serv- 
ice. The check-credit plan appears to be a major contribution from 
the standpoint of each of these factors and should help the position 
of banks. In this highly competitive field, however, it will probably 
lead to renewed efforts of all institutions to serve the consumer 
better and so attract his loan business. 

13. The discussants made several comments which the author feels should be recorded 
because it is not possible to publish their papers. Professor Robert Bartels stressed the 
need for an integrated approach to an analysis of changes in the institutional pattern 
in granting consumer credit. He felt that a complete analysis should include, among other 
topics, a study of the consumer and his psychological and sociological motivations and 
also the promotional activities, services, borrower images, and the like of different finan- 
cial institutions. 

_ Professor Jerome Cohen stressed that credit unions found it possible to expand loans 
in a period of tight money in part, at least, because they are not subject to a tax on 


tarnings and are not required to keep reserves against deposits with the Federal Reserve 
as is the case with banks. 











APPENDIX TABLE 1A 


AUTOMOBILE PAPER HELD BY FINANCIAL INSTITUTIONS, 1949, 1954-58 
(Amounts Outstanding in Millions of Dollars) 


CoMMERCIAL BANKS SALES FINANCE Orner FINANCIAL 
Purchased Direct CoMPANIES INSTITUTIONS 

Per Per Per Per 

Amt. Cent Amt. Cent Amt. Cent Amt. Cent 

DATE Outstdg. Held Outstdg. Held Outstdg. Held Outstdg. Held 
12-31-49.... 849 19.7 946 22.0 2.20 $2.3 259 «6.0 
12-31-54..... 2,269 24.3 1,668 17.8 4,870 52.1 539 5.8 
ID-S1-S0..... 3,243 24.9 2,062 15.9 6,919 53.3 761 5.9 
12-31-56..... 3,651 26.2 2,075 14.9 7,008 Sa 948 6.8 
12-31-57..... 4,130 27.6 a,400 %.0 7,470 49.9 1,106 7.5 
12-31-58..... 3,938 28.8 2,191 15.9 6,404 46.7 1.373 $35 


APPENDIX TABLE 24 


OTHER CONSUMER-GOODS PAPER HELD BY FINANCIAL INSTITUTIONS, 1949, 1954-58 
(Amounts Outstanding in Millions of Dollars) 


SALES FINANCE OTHER FINANCIAL 
CoMMERCIAL BANKS CoMPANIES INSTITUTIONS 

Amt. Per Cent Amt. Per Cent Amt. Per Cent 
DATE Outstdg. Held Outstdg. Held Outstdg. Held 
12-31-49... 1,016 62.7 447 28.0 146 93 
12-31-54... 1,880 60.7 841 27.2 375 12.1 
12-31-55... 2,042 56.6 1,034 28.6 537 14.8 
12-31-56 ; 2,394 56.0 1,227 28.8 648 15.2 
12-31-57.. 2,467 54.9 1,413 31.2 622 13.9 
12-31-58. 2,324 51.4 1,567 34.8 619 13.8 


APPENDIX TABLE 3A 
REPAIR AND MODERNIZATION LOANS HELD BY 
FINANCIAL INSTITUTIONS, 1949, 1945-58 
(Amounts Outstanding in Millions of Dollars) 


SALES FINANCE OTHER FINANCIAL 

CoMMERCIAL BANKS CoMPANIES INSTITUTIONS 
Amt. Per Cent Amt. Per Cent Amt. Per Cent 
DATE Outstdg. Held Outstdg. Held Outstdg. Held 
$3-31-49......-.. 715 79.6 90 10.0 93 10.4 
12-31-54... ; 1,303 80.7 31 1.9 282 17.4 
12-31-55 oh 1,338 79.3 25 ) 326 19.2 
12-31-56. . es 1,469 a7 23 32 403 21.3 
12-31-57. —_ 1,580 75.5 20 1.0 491 23.5 
<> ee 1,613 75.1 19 0.9 513 24.0 


APPENDIX TABLE 4A 
PERSONAL INSTALMENT LOANS HELD BY FINANCIAL INSTITUTIONS, 1949, 1954-58 
(Amounts Outstanding in Millions of Dollars) 


SALES FINANCE OTHER FINANCIAL 
CoMMERCIAL BANKS CoMPANIES INSTITUTIONS 
Ant. Per Cent Amt. Per Cent Amt. Per Cent 
DATE Outstdg. Held Outstdg. Held Outstdg. Held 
$3.94-40.....: 913 37.4 142 5.8 1,376 56.8 
12-31-54... 1,676 o3.2 402 7.4 3,314 61.4 
12-31-55. . 1,916 31.1 465 7.5 3,782 61.4 
12-31-56..... 2,118 30.5 567 8.2 4,278 61.3 
12-31-57.... 2,351 29.7 670 8.5 4,882 61.8 
12-31-58...... 2,664 31.0 750 8.7 5,168 60.3 
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MONETARY POLICY AND THE FINANCING 
PROBLEMS OF STATE AND 
LOCAL GOVERNMENTS 


STATE-LOCAL RESPONSE TO CHANGING CREDIT 
CONDITIONS: THE INSTITUTIONAL 
OBSTACLES* 


Dick NETZER 
Federal Reserve Bank of Chicago 


THE RENEWED Vigorous use, now nearly nine years old, of the most 
flexible and general of monetary controls—open-market operations— 
as an instrument of monetary policy has also renewed some tradi- 
tional criticisms of the effectiveness and impact of monetary policy. 
One major time-honored criticism is that general monetary controls 
are, in fact, not unselective and general in their impact but rather 
have sharply differential effects on particular sectors of the econ- 
omy. The complaint is that, although the general instruments of 
monetary policy apply to the whole economy, in contrast to, say, 
variable excise tax rates or selective credit controls, their effects on 
the various classes of prospective users of money and credit are 
uneven because of monopoly elements, differences in access to in- 
ternal and external sources of funds, tax policy, and the like. 

The usual nominees for the groups of borrowers most harshly 
affected by monetary policy, as applied during the 1955-57 boom 
and in the period since mid-1958, are state and local governments, 
prospective purchasers of housing, and small businesses in general. 
Some have argued that these borrowers are not, in fact, those most 
hard hit by monetary restraint. Moreover, even a differentially 
severe impact on interest rates paid by these sectors may not deter 
their spending, and, consequently, from some viewpoints the uneven 
impact of monetary restraint in financial markets may be a matter 
of indifference to macro-economists. 


* This paper by Dick Netzer and the following paper by Frank E. Morris were pre- 
sented at a meeting of the American Finance Association in Washington, D.C., on De- 
cember 28, 1959. The program was under the chairmanship of George W. Mitchell, 
Federal Reserve Bank of Chicago. 
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I 


Nonetheless, state and local governments, under present arrange- 
ments, are vulnerable to monetary restraint, in that their ability to 
minimize the impact of changing credit conditions on their opera- 
tions is inhibited in a number of ways. First of all, state and local 
agencies, unlike corporate enterprises, for example, lack a variety 
of alternative financing channels among which a choice can be 
made, depending on conditions in the credit and capital markets 
at any given moment. For nearly all local governments, all major 
capital outlays, other than for highways, are financed by borrowing, 
and, in the short run at least—say, in the 18-21-month periods 
between sessions of the legislatures in most of the states—public 
agencies do not have the option of responding to congested bond 
markets or to steeply rising interest rates by temporary internal 
financing. And in the capital markets public agencies can use only 
a few types of market instruments. In the nature of things, they 
cannot resort to equity issues or convertible borrowings to take 
advantage of booming markets for equities while bond markets are 
sagging. Moreover, by and large, their ability to finance at short 
term, whether through open-market instruments or through direct 
borrowing from banks or financial intermediaries, is severely 
circumscribed. 

Since many lenders and investors are prevented by law, conven- 
tion, or the peculiar economic nature of their own operations from 
acquiring certain types of financial assets, dependence on a limited 
number of financing devices implies dependence on a few classes of 
lenders. This in turn means that state-local governments are unable 
to seek out pockets of available funds in periods of monetary 
stringency, in contrast with many private borrowers. In part, these 
are institutional obstacles which, in time, can be lowered or re- 
moved, but, to a considerable extent, the lack of financial alterna- 
tives is inherent in the nature of governments. 

Second, in addition to the exposure caused by the lack of financial 
alternatives, the state-local sector is peculiarly sensitive to monetary 
restraint because of the maze of restrictions on the prerequisites, 
volume, terms, and conditions of borrowing imposed by voters, con- 
stitution-makers, and legislators in the distant or recent past. These 
institutional obstacles all operate to preclude state-local govern- 
ments from acting rapidly to minimize the impact of changing 
market conditions and at times prevent them from acting at all. 
In a broad sense, the presence of these restrictions—or the failure 
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to remove those imposed in bygone years—is an expression of 
community preferences. One may argue, in other words, that when 
institutional obstacles hamper borrowing and/or spending by public 
agencies in the face of intense competition for available funds from 
other sectors, it is because the community does not desire the state- 
local project intensely enough, relative to other goods and services, 
to mitigate the institutional impediments. To the extent that this 
is the case, then, monetary restraint is compatible with an efficient 
allocation of resources and does not retard long-run growth and 
economic welfare. 

But monetary controls are not necessarily discredited even to the 
extent that inherent institutional limits make public agencies less 
able than other sectors to cope with the changing credit environ- 
ment. If the nation or community prefers to insulate the state-local 
sector from the seemingly superior position of rival claimants for 
resources, it can offset the inherent institutional disadvantages with 
special institutional arrangements which favor the state-local sector. 
For example, federal guaranties (along the lines of those provided 
for public housing authority issues) or direct federal purchase of 
state-local securities (along the lines of the existing program for 
financing college housing) are means of affording a preferential 
position to certain state-local borrowers. And, of course, we have 
done this most conspicuously by tax exemption, that, is by enabling 
state and local governments to foster undertakings whose marginal 
efficiencies are a good deal lower than those governing in the private 
sector. 

Yet a third factor which often accounts for a high degree of 
sensitivity to monetary restraint is the frequent practice of financing 
the entire costs of wholly new revenue-producing facilities by rev- 
enue-bond borrowing. New facilities which must be self-liquidating 
entirely on the basis of their own performance have no equity 
cushion—no cash investment of the owner’s own funds, as is cus- 
tomary for private undertakings, and no associated partially debt- 
free revenue-producing facilities to share the debt-service burden. 
Such undertakings will not be able to borrow unless prospective net 
earnings are substantially in excess of debt-service requirements. 
Increases in market interest rates in periods of credit stringency 
therefore uncover a margin of proposed revenue-bond projects 
which no longer seem financially ‘‘feasible.” Recently, the frustra- 
tion of such marginal projects—particularly, toll-highway and water- 
crossing facilities—has been a real, not just hypothetical, effect of 
tight money. 
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This, however, is the working of the economic calculus: if a proj- 
ect is appropriate for revenue financing, then the fact that it is not 
financially “feasible” at market interest rates is a sign that the 
project is not an efficient use of resources. In many such cases, 
monetary policy, by eliminating (or postponing) prospective waste- 
ful undertakings, no doubt has served the economy well. But there 
is a difficulty in this reasoning. All might be well if investment out- 
lays of all sorts, throughout the economy, had to satisfy such an 
exacting market evaluation. The trouble is that “one-shot”  self- 
liquidating projects of state and local agencies are virtually alone 
in being nakedly exposed to interest-rate discipline. There are large 
numbers of cases of possibly marginal public projects protected 
from vigorous market scrutiny by sharing in the revenues of debt- 
free facilities or of facilities which earn revenues well in excess of 
their own debt-service requirements—for example, in the opera- 
tions of the Port of New York Authority. In a real sense, the op- 
portunity costs of these conglomerate projects or of the investment 
projects of private firms with sizable equity cushions are no less 
than those of the toll road, but much larger increases in market 
interest rates may be needed to affect the former than are required 
to cause postponement of the latter. 


II 


How ubiquitous and how high are the institutional hurdles which 
confront state and local government financial officers in their ef- 
forts to cope with changing credit conditions? Limits on the interest 
rates which borrowing agencies may pay are virtually universal. 
Obviously, maximum yields which are close to market levels at the 
time of proposed bond sales impose a threshold type of sensitivity 
on state-local governments. Such limits will tend to diminish the 
share of resources commanded by the state-local sector in a period 
of rising yields, even if the limitations are amenable to change, 
since postponement of bond sales by individual borrowers is equiva- 
lent to a smaller volume of borrowing by the sector as a whole in a 
given period. 

However, interest-rate ceilings do not ordinarily cause problems, 
or at least have not done so in many cases to date. Constitutional 
limits and statutory restrictions which apply across the board in 
individual states in general prescribe rates based on notions similar 
to those underlying usury laws and thus are characteristically well 
in excess of prevailing market rates. Moreover, many of these re- 
strictions date back a good many years, to a period in which in- 
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terest rates in general were high and in which the exemption of 
state-local interest from federal income taxation was of no conse- 
quence. Thus the only constitutional provision of general scope (in 
Louisiana) specifies a 6 per cent ceiling. A cursory examination of 
statute law, using sources which are not all up to date, uncovered 
no ceilings of general application to an entire class of governmental 
units of less than 5 per cent; about two-thirds of the states specify 
ceilings of 6 per cent or more; and the rest have maximums of 5 
per cent or 5 and other percentages for various classes of govern- 
ments. More recent statutory restrictions, particularly those apply- 
ing to specific classes of local governmental units or to borrowing 
for particular purposes, have also been designed to give the borrow- 
ing agencies a fair amount of leeway, by and large. For example, 


TABLE 1* 
General 
Obligation Revenue 
Total no. of authorizations... 127 58 
Interest rate at discretion of issuing 

ES eee ee 39 10 
4% maximum..... > uel e 13 1 
5% maximum..... eee 24 11 
53% maximum....... ry 2 - 
6% maximum. _— 45 36 

Maximum above 6%... sei end ; 4 


* This information is based on an unpublished study of the elab- 
orate statutory and constitutional provisions governing borrowing 
by state and local governments in Illinois, made by Lillian M. Ry- 
marowicz, of the Research Department of the Federal Reserve Bank 
of C hicago (November-December, 1959). 


Table 1 gives a summary of the 185 separate statutory authoriza- 
tions for local government borrowing now in force in Illinois and 
indicates that ceilings below 5 per cent are not at all common. 

In those few cases in which legal interest-rate ceilings have been 
effective, they have been included in the terms of referendums or 
other authorizations of the borrowing. In some cases this has oc- 
curred because of lengthy time lags between the authorization and 
the attempt to sell debt, during which market rates rose substantial- 
ly. This can easily present a problem, even when the authorizations 
themselves set realistic terms. For instance, the Illinois legislature, 
in the spring of 1959, when the yield on high-grade municipals 
(Moody’s Aaa) was roughly 3.3 per cent, voted to place before the 
voters two proposals for state general-obligation bond issues totaling 
$345 million, with an interest ceiling of 4 per cent. The referendum 
will occur at the general election in November, 1960; in practice, 
the bonds probably would not be sold until January, 1961, thus 
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allowing ample time for market conditions to change sufficiently to 
make sale impossible. Actually, however, the reluctance of public 
officials to meet the market and pay the going rates has caused post- 
ponements far more often than legal prohibitions have. This atti- 
tude, not unlike that of Treasury officials not too long ago, is de- 
serving only of censure in a market economy. 

In a fair number of cases, state and local agencies are confronted 
with maximums set for coupon rates but are free to sell bonds at 
discounts with no specific restrictions on effective interest rates.’ In 
these cases there is, of course, no limit on the /egal ability of officials 
to meet the market by offering bonds at yields attractive to investors. 
This further narrows down the extent to which interest-rate limits 
are bona fide institutional obstacles which distort the allocation of 
loanable funds. Moreover, if an effective interest-rate ceiling can be 
assumed to be an expression of the electorate’s preferences and is a 
current, rather than a dated, authorization, then the effectiveness 
of the ceiling may be no more than a reflection of the project’s rela- 
tive lack of merits to the ultimate consumers of the services it is 
designed to provide. 

Another dimension of the terms of state-local borrowing also sub- 
ject to restrictions is the choice of maturities. When public agencies 
are legally required to finance new facilities by borrowing for pe- 
riods which are substantially shorter than the useful lives of such 
facilities, taxpayers or users, in turn, must amortize the facilities 
more rapidly than they are, in effect, consumed. This may dis- 
courage agencies from undertaking otherwise acceptable projects, 
either because of fear of taxpayer hostility or because of the shape 
of the demand curve for the services of self-liquidating projects; 
naturally, this is more discouraging when the other determinants of 
debt-service costs—interest rates—are rising. This kind of inhibition 
is apt to be more of a factor for revenue-bond projects than for 
those financed by general-obligation borrowing. However, constitu- 
tional and statute law usually permits longer maturities for revenue 
bonds than for full-faith and credit obligations, and frequently 
permissible revenue-bond maturities are reasonably well attuned to 
the useful lives of revenue-producing facilities. General-obligation 
borrowing, in contrast, is often limited to as little as twenty years 
for facilities, such as school buildings, with useful lives of fifty 
years or more. 

1. For example, only 59 of the 185 Illinois authorizations require sale at par or at 


effective interest costs not to exceed the statutory coupon maximum (Lillian Rymaro- 
wicz, unpublished study cited in note to Table 1). 
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Restrictions on longer maturities probably cause little difficulty 
in practice, since public officials have had extensive and often bitter 
experience with facilities which became functionally obsolete long 
before they were physically unserviceable. Therefore, prudence, as 
well as law, would operate to keep maturities reasonably short in 
many instances. Moreover, the market for exceptionally long maturi- 
ties is a relatively thin one. In fact, the maturity structure of the 
market suggests that the more serious restrictions are those on flexi- 
bility in the shorter sector. By and large, state and local agencies 
have only limited freedom to use maturities and instruments, care- 
fully tailored to the market, in the short-intermediate range, along 
the lines of United States Treasury or federal agency securities, for 
example. For the most part, the short instruments are confined to 
seasonal tax-anticipation warrants and housing-authority notes. Most 
jurisdictions are precluded by law from use of temporary construc- 
tion financing, whether through open-market instruments like bond 
anticipation notes or direct loans from financial institutions or pub- 
lic funds. 

Limitations on the volume of outstanding indebtedness directly 
restrict the state-local sector’s ability to command resources.” The 
cyclical impact of debt limits, that is, their bearing on how monetary 
policy affects public agencies, however, is quite indirect. It results 
primarily from the devices that governments have developed to 
avoid debt limits embodied in constitutions and statutes. For one 
thing, a fair amount of the complexity in local government structure 
—the continued existence of multiple tiers of governments, some of 
which are anachronistic hangovers from a rural society, and the 
creation of large numbers of special-purpose governments and au- 
thorities of lesser autonomy—is directly attributable to efforts to 
maintain or create additional legal borrowing authority. This struc- 
tural complexity tends to make the state-local sector less able to 
make decisions and act with speed and assurance and also tends to 
make the market a more compartmentalized and less perfect one. 
In addition, in recent years, state and local governments have issued 
large volumes of pseudo-revenue bonds to escape debt limits, typi- 
cally building-authority obligations secured by rentals derived from 
general revenues. Such unfamiliar and usually inappropriate uses 
of the revenue-bond device are costly to borrowers but also, more 
important for the present discussion, further fragment the market. 

Still other institutional hobbles on state-local responsiveness are 

2. This is especially true for units which borrow irregularly, notably the smaller ones. 


Larger units which borrow frequently may be able to accelerate amortization of out- 
standing debt and make some borrowing power available at desirable times. 
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found in the elaborate and varied prerequisites to borrowing. Fancy 
- majorities are frequently required to authorize borrowing. For ex- 
ample, only six of the forty-eight contiguous states can issue gen- 
eral-obligation debt (aside from trivial amounts) by simple majority 
votes in the legislatures. In twenty states a constitutional amend- 
ment is required, a time-consuming process almost always requiring 
exceptional majorities in the legislature, from the voters, or both. 
In another twenty, referendum approval is required, and this often 
necessitates exceptional majorities of one kind or another. Two other 
states require special majorities but only in the legislatures them- 
selves. On the local level, exceptional majorities are often required 
in local governing bodies, in referendums, or both. 

The multiple stages of authorization frequently required, involv- 
ing one or more actions by legislatures, voters, and local officials 
(and sometimes administrative agencies of the states as well), im- 
pose additional problems. The major difficulty here is the slowing 
of the state-local sector’s reaction time; in numerous instances the 
time lag between official recognition of the need for borrowing and 
the actual sale of securities has been as much as five years, despite 
smooth sailing at every stage of the authorization process. Another 
problem created by this cumbersome process is that approval must 
frequently be sought from levels of government or groups of voters 
not really directly concerned with the issues—typically, state gov- 
ernment or state-wide approval of local government borrowing de- 
cisions. Occasionally, difficulties arise when the borrowing authoriza- 
tion involves multiple, but separate, proposals which must be adopted 
simultaneously. For example, voters in school districts in some 
states must simultaneously approve one bond authorization for 
purchasing a site and one for constructing the building, plus a tax 
levy to service each of the borrowings authorized. If, in addition, 
exceptional majorities are required, it may take several elections 
to get the needed clearances. 

The authorization process is frequently restrictive, in that, given 
the time-consuming nature of the procedure, the authority granted 
is not general enough, either in amount or in time. Rising costs or 
changes in plans may make a specific dollar grant of borrowing 
authority obsolete well in advance of the prospective bond sale. The 
common requirement that all funds must be borrowed in advance 
of contract-letting, although the project may be one that has a 
lengthy construction period, is another element of inflexibility. In 
recent years this has posed no special problems for astute financial 
officers of high-rated borrowers, who can borrow at rates below 
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those which can be earned by investing unused funds in short-term 
Treasury issues. There are, however, many units not so well sit- 
uated,® and in any case such requirements prevent optimal timing 
of bond sales. 

In some instances, state and local governments are hampered by 
institutional restraints on their ability to adjust revenues to allow 
for rising debt-service costs. Referendum provisions may specify 
tax rates which are inadequate to service general-obligation or ear- 
marked tax-backed bonds, and securing new authorizations involves 
running the obstacle course discussed above. Difficulties in adjusting 
revenues occur more commonly in the case of revenue bonds, as one 
would expect. In most of such instances, the problem is an economic, 
not an institutional, one; the demand for the project at current 
prices which reflect market interest rates is simply inadequate. But 
institutional obstacles do exist. Some public airport managers have 
been saddled with long-term contracts setting landing fees at levels 
inadequate to service the borrowing needed to expand facilities. 
Charges for use of public water-terminal facilities not infrequently 
are kept unduly low for dubious promotional reasons. The institu- 
tional restraint on adjusting user charges for public transit facilities 
is notorious. Another more recent problem involves college dormi- 
tory facilities; policy determination to house a large proportion of 
the student body in university facilities or to avoid charges which 
encourage patronage of commuter colleges in preference to those lo- 
cated in country towns may preclude raising charges sufficiently to 
service revenue bonds. Most of these situations suggest the use of 
general-obligation rather than revenue bonds or a subsidy for the 
facilities from general revenues, rather than an irremediable institu- 
tional difficulty; but in the short run they can occasion postpone- 
ments or cancellations of scheduled borrowing. 


III 


The impact of monetary policy on state-local borrowing, however 
great or slight, is not equivalent to its impact on state-local spending, 
if for no other reason than the fact that large numbers of local gov- 
ernments are not continuous borrowers. There are perhaps around 
250-300 units of government serving large populous areas or com- 
munities which have approached the capital market at least once a 
year in the recent past. No doubt, these units account for the bulk 
of state-local finances; those state governments which borrow with 
this frequency by themselves account for about one-third of total 


3. At present rates, these consist mainly of issuers of low-rated revenue bonds. 


‘ 
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expenditures of all state and local agencies.* But a fair proportion 
of local government outlays is made by units which are relatively 
infrequent borrowers. In addition, there are large numbers of gov- 
ernmental units which have no indebtedness at all and presumably 
do not borrow at all. 

In the published material developed from the 1957 Census of Gov- 
ernments, data are presented for larger individual units of govern- 
ment, and this material reveals much about the relative frequency of 
borrowing. For example, in 1957 one-third of the country’s 3,047 
county governments had no debt at all; fewer than 600 issued long- 
term debt that year, most of which were units in a handful of south- 
ern states.° Around 10,000 of the country’s 50,000 school districts 
had enrolments of 300 pupils or more in 1957 and are shown sepa- 
rately in the Census material. Approximately 1,400 of these units 
had no debt, and less than one-fourth of the units sold bonds in 
1957.° Municipalities are more frequent borrowers than are other 
types of units, but, even so, only about 1,300 of the 2,900 munici- 
palities and urban town governments with populations of more than 
5,000 issued long-term debt in 1957; more than 150 were debt-free.’ 
Less than one-third of the units of this type with populations be- 
tween 2,500 and 5,000 borrowed in the Census year, and one-sixth 
were debt-free.* Even among the special-purpose districts, many of 
which exist because of debt limits, borrowing is far from universal. 
Census data indicate that at least one-third of these units are of 
types which are hardly ever in the capital market.® And, finally, 13 
state governments rarely borrow in significant amounts.’® 

None of this is very startling. As with local governments, rela- 
tively few businesses and even fewer consumers, compared with 
their respective very large universes, make any attempt to borrow 
in a given year. All that this is meant to suggest is that some caution 
should be used in generalizing about the impact of developments in 
financial markets on the total behavior of economic sectors. 


4. 1957 Census of Governments, Vol. III, No. 5: Compendium of Government Fi- 
nances, Tables 5 and 46. 


5. 1957 Census of Governments, Vol. III, No. 4: Finances of County Governments, 
Table 14. 

6. 1957 Census of Governments, Vol. III, No. 1: Finances of School Districts, Table 7. 
Data in this and other tables suggest that few smaller school districts had any debt at all 
and that even fewer borrowed that year. 

7. 1957 Census of Governments, Vol. III, No. 3: Finances of Municipalities and Town- 
ship Governments, Table 24, Part A. 


8. Ibid., Table 24, Part B. 


9. 1957 Census of Governments, Vol. III, No. 2: Finances of Special Districts, Tables 
7, 8, 11, and 12. 


10. Compendium of State Government Finances, various years. 
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IV 

The institutional hurdles catalogued in this discussion have not 
been sufficiently high to forestall historically large and rising vol- 
umes of borrowing and spending by state and local governments, 
despite interludes of considerable monetary restraint. Postpone- 
ments or cancellations of bond sales have been few in number and 
limited in dollar significance. Certainly, the record is inadequate to 
support a blanket condemnation of monetary policy on the grounds 
that it harshly affects the state-local sector. 

It may well be that the reason for these negative conclusions is 
that this paper has been written ten years too late. The institutional 
difficulties which public agencies faced in the early postwar years 
were in many ways more inhibiting than they appear at present, 
largely because governments and their constituents had barely begun 
to face up to the magnitude of the problems confronting them. 

In part because of the lack of planning—indeed, of an orderly ap- 
proach—lead times were long indeed, and the authorization process 
an even more cumbersome beast; approvals were slow to be re- 
quested and slower to be obtained. Public officials were rusty in their 
borrowing experience and practices and have since acquired consid- 
erably more sophistication and developed new tools, at least those 
serving larger borrowers. And after the first few years of large-scale 
borrowing, debt limits posed a real problem in many places, in part 
because property assessments to which debt limits are tied re- 
sponded quite sluggishly, until around 1952, to rising values. Sub- 
sequently, assessments have been adjusted much more rapidly. In 
addition, many new devices for avoiding debt limits have been 
adopted—at the price of further complicating the governmental 
structure, to be sure. At present, the authorization process probably 
affords the principal roadblocks to effective state and local govern- 
ment response to changing credit conditions. 

Nonetheless, when one views the frequently low standards of the 
services supplied by the sector and the likely pressures from popu- 
lation growth and movement, it is difficult to be complacent about 
any obstacles in the way of effective non-federal government. Those 
who are concerned about the performance of the state-local sector 
would do well to consider devoting some of their reforming zeal to 
clearing the institutional underbrush, which not only inhibits public 
agencies in their borrowing activities but more generally prevents 
them from offering their services to consumers on equal terms with 
the goods and services offered by the private sector. 








IMPACT OF MONETARY POLICY ON STATE AND 
LOCAL GOVERNMENTS: AN EMPIRICAL STUDY 


FRANK E. Morris 


Investment Bankers Association of America 


ONE OF THE major issues in the current controversy over monetary 
policy relates to the allocative effects of monetary controls, their 
relative impact on the various sectors of the economy. It has been 
charged that our present tools and techniques of monetary control, 
operating through the existing structure of financial institutions, 
have the effect of unduly restricting certain sectors of the economy 
during generally prosperous periods. Specifically, it has been charged 
that the brunt of a restrictive monetary policy is borne by residen- 
tial construction, state and local governments, and small business. 
At the same time, it is alleged that certain other types of borrowers, 
notably large corporations and consumers (in their purchases of 
durable goods), are not restrained to any significant extent by a 
tight-money policy. 

The objective of this paper is to assess the impact of monetary 
policy on one of the sectors commonly believed to be most affected— 
state and local governments. This is not only a subject of interest to 
students of central banking but also a very hot political issue. In 
recent sessions the Congress has spent a sizable portion of its time 
considering legislation designed to moderate, in one way or another, 
the impact of a restrictive monetary policy on particular sectors of 
the economy, and much of this legislation has concerned state and 
local governments. 


THE ApproAcH USED 


Anyone attempting to evaluate the effects of monetary policy is 
certain to find it an elusive problem, because the investment deci- 
sion invariably reflects the influence of a complex of factors, of 
which the monetary climate is only one. The conclusions reached in 
this paper are based on a study of the behavior of bond sales, con- 
struction contract awards, and construction put in place by state and 
local governments during the period from 1952 to date. Although 
this is a relatively short period of time, it does cover two complete 
business cycles, and, more important, it covers almost all the post- 
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war period since the Federal Reserve—Treasury accord of 1951 re- 
activated monetary policy. 

The analysis will take the form of an examination of the fluctua- 
tions of bond sales, contract awards, and construction put in place 
relative to the business cycle, using the reference cycle dates of the 
National Bureau of Economic Research.’ The principal hypothesis 
to be employed is that, if state and local governments are sensitive 
to a significant degree to monetary policy, a contracyclical pattern 
in bond sales, contract awards, and construction put in place should 
be expected to exist. If the movements of these variables tend to 
coincide with the business cycle or to bear no reasonably consistent 
timing relationship to the cycle, it will be concluded that they are 
not very sensitive to monetary policy or, at least, that their fluctua- 
tions are dominated by other causes. 


THE FINDINGS 


Before presenting the data, it may be useful to summarize some 
of the more significant findings. They are the following: 

1. State and local government bond sales appear to be moderately 
sensitive to monetary policy. Since 1952 they have followed a fairly 
consistent contracyclical pattern. In both business cycles the peak 
rate of bond sales was reached in the twelve months centered 
around the recession troughs. Roughly speaking, the pattern has re- 
sulted in shifting about 10 per cent of bond sales from the final 
stages of the boom to the recession and recovery periods. 

2. A definite contracyclical pattern is also apparent in contract 
awards and construction put in place by state and local governments. 
However, the amplitudes of the fluctuations are much smaller than 
those of bond sales. This is due, in part, to the fact that a substan- 
tial proportion of state and local construction is not financed through 
the bond market. In addition, in the case of construction put in 
place, there is the natural dampening factor that work on a project 
is usually spread out over a period of many months. In the case of 
contract awards, the data suggest that roughly 5 per cent of the 


1. Two years ago the writer explored a different approach (see the JBA Statistical 
Bulletin, No. 3 [April, 1957], published by the Investment Bankers Association of Amer- 
ica, Washington, D.C.). It was based on an analysis of state and local government bonds 
offered for sale but not sold. This approach proved inadequate on two counts. On the 
one hand, it understated the impact of monetary restraint, in that it took no account 
of bond issues which might have been sold under easy-money conditions but which never 
advanced to the stage where an offering date could be established. On the other hand, 
it overstated the impact of monetary restraint, in that it took no account of projects 
which were carried forward with short-term financing, even though the bonds for the 
project had not- been sold. 
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awards are shifted from the final stages of the boom to the recession 
and recovery periods. In the case of construction put in place, the 
comparable percentage would be somewhat smaller. 

3. The contracyclical movements of state and local government 
construction put in place are substantially smaller in amplitude than 
those of residential construction. On the basis of the contracyclical 
deviations from regression lines constructed for the 1952-58 period 
for construction put in place, the state and local government sector 
would appear to be only about one-fourth as sensitive to monetary 
policy as is residential construction. 

4. Monetary policy clearly affects some types of state arid local 
projects much more than others. With respect to less postponable 
types of projects, such as schools and water and sewer projects, the 
evidence suggests that they tend to go ahead largely unaffected by 
the state of the money market. School bond sales, for example, 
showed their greatest advances during the first half of 1953 and the 
first half of 1957, both periods of sharply rising interest costs. Dur- 
ing the easy-money period of 1954, school bond sales did not re- 
spond with substantially increased volume but tended to level off 
close to the sales volumes attained during the mid-1953 period of 
high interest rates. Similarly, in the most recent recession, school 
bond sales did not respond substantially to lower interest costs. In 
fact, the present downward trend in school bond sales, which is caus- 
ing so much concern, dates from February, 1958, well before inter- 
est rates started to rise. Contract awards for school construction 
peaked out even earlier, the highest levels being attained during the 
twelve months centered around the July, 1957, peak in economic 
activity. This evidence suggests that school bond sales and school 
construction work are relatively insensitive to interest rates and that 
movements in these variables are dominated by other causes than 
money rates. 

Similarly, water and sewer bond sales, contract awards, and con- 
struction put in place have shown no tendency to move in a contra- 
cyclical manner. However, excluding schools and water and sewer 
projects, the other types of state and local capital projects, as a 
group, have shown a very pronounced contracyclical movement. 

5. The contracyclical behavior of state and local government bond 
sales, contract awards, and construction work has contributed sig- 
nificantly to the stabilization of the economy since 1952. One of the 
unusual features of the last two recessions has been the stability of 
construction expenditures. This stability is attributable to the con- 
tracyclical behavior of residential and state and local construction. 
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From the July, 1953, peak to the August, 1954, recession trough, for 
example, construction put in place (seasonally adjusted) rose by 7 
per cent. This rise during the recession was composed of a rise of 14 
per cent in residential construction, a rise of 20 per cent in state and 
local government construction, and a decline of 3 per cent in the 
residual of all other types of construction.” 

Considering both the 1953-54 and the 1957-58 recessions, state 
and local government construction has been quantitatively more im- 
portant than residential construction in maintaining the volume of 
total construction work during the recessions. Residential construc- 
tion has, however, played a much larger role in raising the volume of 
construction work during the first year of the postrecession expan- 
sions. 


THE DATA 


The data are summarized on six charts. Chart I shows interest 
rates on state and local government bonds and the volumes of bond 
sales since 1952.° The monthly bond-sales figures are highly erratic 
in behavior, a fact which is due in part to seasonal influences and 
in part to the timing of the sale of I-rge issues. For this reason, a 
twelve-month moving average is used to bring out the cyclical trend. 
The marked similarity between the contracyclical behavior of state 
and local government bond sales during the two business cycles cov- 
ered by the chart suggests that they are moderately sensitive to 
monetary policy. As noted earlier, the pattern has been for bond 
sales to reach a peak rate during the twelve months centered around 
the bottom of a recession. Thereafter, the rate of bond sales has 
tended to decline gradually until the next recession appears. 

The amplitudes of the swings are, however, rather moderate. One 
measure of the extent of the contracyclical swings in state and local 
government bond sales may be obtained by measuring the deviations 
from a linear regression line constructed for the 1952-58 period. 
During the two recession periods, bond sales averaged 17.8 per cent 
above the regression line. During the first year of the two expansion 
periods, sales averaged 4.8 per cent above the regression line. Dur- 

2. Volume of New Construction Put in Place, 1945-1958 (Washington, D.C.: U.S. De- 
partment of Commerce, June, 1959). 


3. The interest rates shown on Chart I are the Bond Buyer’s 20-Bond Index, the most 
commonly used general measure of interest-rate levels in the municipal bond market. 
The bond-sales statistics for 1952 through mid-1956 are from the Bond Buyer. For the 
period from mid-1956 through 1959, the statistics used are those compiled by the Invest- 
ment Bankers Association of America. Since the two series are quite comparable, they 
are linked together without adjustment. 
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ing the remainder of the two expansions, sales averaged 6.5 per cent 
below the trend values. 

Chart II presents the data on bond sales broken down into three 
use of proceeds categories: education, water and sewer, and all 
other.* 

Education andé.water and sewer bonds account for about half of 
all state and local government bonds sold. They were singled out for 
special treatment because schools and water and sewer projects were 
considered to be less readily postponable than most other types of 
state and local capital projects. Chart II was designed to throw some 
light on the question: Does a restrictive monetary policy cut more 
or less evenly across the board with respect to the various types of 
state and local projects, or do the more urgent projects tend to go 
ahead regardless of the state of the money market? The record of 
school and water and sewer bond sales suggests that the latter is the 
case. 

As noted earlier, school bond sales have not followed a contra- 
cyclical pattern. Water and sewer bond sales have also shown little 
sensitivity to monetary policy. On the other hand, the residual (ex- 
cluding education and water and sewer bonds) has shown a very 
marked contracyclical pattern similar to that of total state and local 
government bond sales but with greater amplitudes. 

Chart III presents twelve-month moving averages of bond sales, 
construction contract awards, and construction put in place by state 
and local governments, all stated in 1947-49 dollars.® Between Jan- 
uary, 1952, and August, 1959, the average increase in construction 
costs on public construction amounted to about 17 per cent (on 
water and sewer projects, the increase has been about 42 per cent). 
If not eliminated, price-level changes of these magnitudes tend to 
obscure the cyclical pattern. 

Chart III shows that contract awards and construction put in 
place by state and local governments tend to follow the same gen- 
eral sort of contracyclical pattern that was found in bond sales, with 
brief lags. However, the amplitudes of the fluctuations around the 

4. The education and water and sewer bond-sales data for the 1952-56 period were 
compiled by the Federal Reserve Board of Governors and cover only bond issues of 
$500,000 or more. The data for the period July, 1956, to the present were compiled by 
the Investment Bankers Association of America and cover al! issues, regardless of size. 
The Federal Reserve series were discontinued as of December, 1956. 

The “all other” figures are residuals obtained by subtracting the education and sewer 
and water bond-sale figures on Chart II from the total bond-sale figures on Chart I. 


Because of the broader coverage of the I.B.A. series on education and water and sewer 
bonds, the residual is thus correspondingly smaller. 


5. Deflated by the Department of Commerce price index for all public construction. 
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Data sources: Federal Reserve Board of Governors, 1952-56; Investment Bankers Association of America, 1956-59. 
Shaded areas are periods of economic contraction. 
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regression lines are much smaller. As noted earlier, the principal 
reason for the smaller amplitudes in contract awards is that many 
state and local capital projects are not financed through bond sales. 
In 1954, for example, 59 per cent of capital expenditures were fi- 
nanced by borrowing, 33 per cent were financed from current reve- 
nues and balances, and 8 per cent were financed from federal aid.* 
In a tight-money market, even some of the borrowing will be done 
short-term, with the hope of funding the debt at lower interest rates 
at some future time. 

Table 1 shows the percentage deviations from the 1952-58 regres- 
sion lines for bond sales, contract awards, and construction put in 
place during the years preceding the 1953 and 1957 peaks and dur- 
ing the years centered around the 1954 and 1958 recession troughs. 
A pronounced contracyclical behavior is clearly evident.’ 


TABLE 1 
PERCENTAGE DEVIATIONS OF STATE AND LOCAL GOVERNMENT BOND SALES, 
CONSTRUCTION CONTRACT AWARDS, AND CONSTRUCTION PUT 
IN PLACE FROM 1952-58 REGRESSION LINES* 


12 Months End- 12 Months Cen- 12 Months End- 12 Months Cen- 

ing with tered around ing with tered around 

July, 1953, August, 1954, July, 1957, April, 1958, 
Peak Trough Peak Trough 
Bond sales. —10.7 +26.6 —13.5 +11.4 
Contract awards oe — 4.8 + 2.1 — 3.5 +34 
Construction putinplace — 5.3 + 3.6 — 1.1 — 1.6 

* Reflects data shown on Chart III, which are stated in 1947-49 dollars 


Chart IV presents the data on education bond sales, contract 
awards, and construction put in place, all stated in 1947—49 dollars.* 
The behavior of these series since 1952 suggests that the level of in- 
terest rates is not a dominant factor in determining the volume of 
school bond sales or construction. Considerable concern has been 
expressed in recent months about the downward trend in school bond 
sales, contract awards, and construction work; and there has been 
some inclination to attribute the declines to tight money.® However, 
the fact is that the declines in these series started during the reces- 

6. Robert F. Drury, “Financing Capital Expenditures of State and Local Govern- 
ments, 1947-1954,” Construction Review, June, 1956. 


7. The single exception was that, during the twelve months centered around the 1958 
recession trough, construction put in place (although averaging 7 per cent higher than 
during the year ending with the July, 1957, peak) fell somewhat farther below the re- 
gression line. In part, this is attributable to the extreme brevity of the 1957—58 recession. 


8. Deflated by the E. H. Boeckh and Associates index for apartments, hotels, and 
office buildings. This is the index used by the U.S. Office of Education for school con- 
struction costs. 


9. See, for example, Business Week, November 21, 1959. 
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sion, well before the Federal Reserve moved toward a restrictive 
monetary policy. 

A possible explanation for the decline in school bond sales and 
construction may lie in the fact that the school population has been 
growing at a declining rate since 1955. Table 2 shows the growth of 
the public school population for two-year intervals since 1947 and 
U.S. Office of Education projections through 1965. Perhaps the pres- 
ent decline in school construction is an example of the accelerator 
principle in action, with a slowing-down in the rate of growth of de- 
mand for schools (at least, the demand arising from new enrolments) 
producing an absolute contraction in capital requirements. 


TABLE 2* 
GROWTH IN PUBLIC SCHOOL POPULATION, 1947-65 


INCREMENTS FoR Two-YEAR 


PuBiic ELEMENTARY- PERIODS 
AND SECONDARY- No. of 
Scnoort YEAR ScHoot ENROLMENTS Students Percentage 
ENDING (THOUSANDS) (Thousands) Increases 
Ey  eennre ( - a 
ids 4 nla wtp asa 24,477 818 3.5 
1951.... - 25 ,706 1,229 5.0 
. 27 ,507 1,801 7.0 
See 30,163 2,656 9.7 
ne 32,339 2,176 4.2 
a 34 ,620 2,281 7.1 
1961 (est.) . ‘ 37,196 2,576 7.4 
1963 (est.).... 39,187 1,991 5.4 
1965 (est.).... 41,484 2,297 5.9 


* Source: U.S. Office of Education. 


Chart V presents a similar set of data for water and sewer bond 
sales, contract awards, and construction put in place in 1947-49 dol- 
lars.° It seems evident from the chart that water and sewer proj- 
ects are relatively insensitive to money costs. The three periods of 
greatest growth in water and sewer bond sales were 1952 and the 
first half of 1953, late 1955 and early 1956, and the first half of 1957 
—all periods of rising interest rates. Water and sewer bond sales did 
not respond substantially to the easy-money conditions of 1954 and 
the first half of 1958 but tended to level off during those periods. No 
contracyclical tendency is evident in contract awards or construction 
put in place on water and sewer projects. 

The final chart, Chart VI, presents the data in 1947-49 dollars 


10. Deflated by an unweighted average of the Associated General Contractor’s Index 
and the Engineering News-Record Construction Index. This average index is the one 
used by the Department of Commerce for deflating water and sewer construction sta- 
tistics. 
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for the residual “all other” category. The contracyclical behavior of 
this group is clearly evident. 

Tables 3 and 4 present average monthly statistics on state and 
local government bond sales, contract awards, and construction 
work for certain cyclical phases during the 1952-59 period: the 
twelve months preceding cyclical peaks, the twelve months centered 
around recession troughs, the first twelve months of expansion, and 
the second twelve months of expansion. 


CONCLUSIONS 


In assessing these findings, two questions of judgment arise. First, 
is it socially desirable that state and local government capital ex- 
penditures fluctuate in a contracyclical manner? Second, if it is de- 
sirable in principle, has the degree of restraint imposed by monetary 
policy during boom periods been “excessive’’? 

To the economists of my generation, who were weaned on the 
Keynesian orthodoxy, it was once a tenet of faith that, where feasi- 
ble, public investment should be so planned as to counter the cyclical 
pattern of private investment. Not only would this contribute to- 
ward stabilizing the economy, it was argued, but it would also result 
in producing public works at lower social costs, with resources that 
might otherwise have been unemployed. 

This view seems to have fewer adherents today. In part, this is 
probably attributable to the fact that we are now less concerned 
with problems of economic stability. In part, it probably also reflects 
a belief that public works programs, because of the time lags in- 
volved in getting them into operation, are not efficient stabilization 
devices. 

It has often been noted that economists tend to orient their views 
toward the most pressing problems of the day. True to form, the 
mildness and the brevity of the three postwar recessions have tended 
to direct the attention of economists away from problems of stabiliz- 
ing the level of output and employment toward problems of alloca- 
tion and growth. This seems to have affected attitudes toward public 
investment. There now appears to be greater reluctance to accept the 
business cycle as the appropriate time span for appraising the allo- 
cation of capital between the public and private sectors of the econ- 
omy. In addition, there appears to be a growing belief that there is 
something economically, even ethically, wrong if state and local 
governments are subject to more effective monetary restraint during 
boom periods than large business corporations. Opinion seems to be 
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moving full circle, from the view that state and local capital expendi- 
tures should, where feasible, move contracyclically to the view that 
they should move in a stable course, irrespective of fluctuations in 
the private economy. 

However, to anyone who is still concerned about the problem of 
economic stabilization, the stabilizing influence of bond sales, con- 
tract awards, and construction put in place by state and local gov- 
ernments since 1952 should be impressive. Even though state and 
local governments have been only moderately sensitive to interest 
costs, their response to changes in monetary policy was of consider- 
able value in helping to make the recessions of 1953-54 and 1957- 
58 as mild as they were and in dampening the final stages of the 
preceding expansion periods. Their actions are exerting a similar 
dampening influence at present. In my view, the substantial social 
value of the contracyclical behavior of state and local government 
bond sales, contract awards, and construction work, even though the 
amplitudes of the fluctuations are small (or perhaps because they 
are small), should not be lost without compelling reasons or an ade- 
quate substitute. 

The contracyclical planning of public works lost many adherents 
because of the long time lags experienced in getting nation-wide pub- 
lic works programs going. If the recessions of the future are to be of 
relatively brief duration, a national compensatory public works pro- 
gram which takes twelve to eighteen months to get started is of rela- 
tively little value. In fact, such a program could turn out to have a 
destabilizing influence. The experience of 1952-59, however, sug- 
gests that this argument is not applicable to projects originated, di- 
rected, and carried out at the local level, the kinds of public works 
programs which monetary policy may affect. In fact, the evidence 
suggests that the response was sufficiently fast to be of value in help- 
ing to bring the economy out of the last two recessions. 

Table 4 indicates that between the twelve months ending with 
the July, 1953, peak and the twelve months centered around the Au- 
gust, 1954, recession trough, state and local government bond sales 
rose by 50 per cent, contract awards rose by 23 per cent, and con- 
struction put in place rose by 24 per cent. A similar comparison for 
the 1957-58 recession shows bond sales rising by 34 per cent, con- 
tract awards rising by 16 per cent, and construction put in place ris- 
ing by 7 per cent. The latter group of percentage gains, although 
smaller than those in the 1953-54 period, are still impressive when 
it is recognized that the 1957-58 recession lasted for only nine 
months. Of course, some of the gains shown in these comparisons re- 
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flect normal secular growth, but most of the gains, particularly in 
the bond-sales figures, appear to reflect a response to a change in 
monetary policy. 

In my view, the impact of monetary controls on state and local 
governments since 1952 constitutes a model of what monetary pol- 
icy should be expected to accomplish. At no time during the period 
studied did a restrictive monetary policy “throttle” or severely cur- 
tail state and local capital projects. Its impact appears to have been 
limited to roughly the marginal 5 per cent of capital projects, those 
having a more postponable nature. Projects having high social pri- 
orities, such as schools and water and sewer projects, appear to have 
gone ahead largely independently of the state of the money market. 
The contracyclical fluctuations of state and local government bond 
sales, contract awards, and construction work, although relatively 
small in amplitude, have made a substantial contribution to the 
stabilization of the economy since 1952. The most ardent advocates 
of a compensatory monetary policy could hardly have hoped for a 
better performance. 








FINANCING REAL ESTATE IN THE 1960’s 


PROSPECTS, PROBLEMS, AND 
PROGRAMS 


RESIDENTIAL REAL ESTATE FINANCE 
IN THE 1960’s* 


W. GEorGE PINNELLt 
Indiana University 


By THE END of 1969, when perhaps another group of panelists will 
meet to consider residential real estate finance in the 1970’s, the dis- 
cussion may well proceed from such developments during the decade 
of the sixties as (1) an increase of more than 30 million in total 
population; (2) an increase of more than 10 million in the number 
of non-farm households; (3) an increase in annual income per 
household approximating 25 per cent; (4) total private residential 
construction expenditures, including alterations and additions, dur- 
ing the period of $250 billion; (5) the addition of between 13 and 
14 million new units to the housing stock; and (6) an increase in 
residential mortgage debt of almost 100 per cent in ten years. Based 
on currently discernible trends and utilizing assumptions which seem 
reasonable (but not unquestionable) in the light of present knowl- 
edge, the estimates listed above appear to be well within the range of 
probability.’ 

* This paper by W. George Pinnell and the following papers by Homer Hoyt and 
Miles L. Colean were presented at a meeting of the American Finance Association in 


Washington, D.C., on December 29, 1959. The program was under the chairmanship of 
Arthur M. Weimer, Indiana University. 

+ Much of the basic material for this paper was originally developed as part of a re- 
search project dealing with the demand for and supply of residential mortgage funds 
during the decade of the sixties conducted by the Indiana University School of Business, 
with the author serving as project director. Professors D. H. Sauer, J. R. Ewers, and 
J. R. Wentworth, of Indiana University, and S. P. Feldman, of the University of Kansas, 
were responsible for major components of the total research effort. Professor Edward E. 
Edwards, of Indiana University, prepared the preliminary report on research conclusions 
(The Next Decade and Its Opportunities for the Savings and Loan Business [Chicago: 
U.S. Savings and Loan League, 1959]). To each of these individuals and to many others 
who provided valuable assistance in the development of the project, the author acknowl- 
edges a debt of gratitude. Except as noted, the statistical data presented are adapted 
from the same research project. 

1. For an excellent discussion of the problems involved in long-range projections, see 
Conference on Research in Income and Wealth, National Bureau of Economic Research, 


Long-Range Economic Projections (Princeton: Princeton University Press, 1954), pp. 
9-42. 
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ECONOMIC PERSPECTIVE 


The potential demand for and supply of mortgage funds to finance 
residential properties during the decade of the sixties is clearly re- 
lated to changes in the total volume of business activity. The tend- 
ency for residential mortgage debt to increase with the over-all 
growth of the economy requires that an economic perspective in 
terms of the growth potential of the American economy be estab- 
lished. 

The most commonly employed quantitative measure of economic 
growth is gross national product (GNP). Generally speaking, there 
are only two ways by which the total output of the economy can be 
expanded: an increase in the number of man-hours allocated to the 
creation and distribution of goods and services or an increase in 
productivity, i.e., the output per man-hour of work. Thus the magni- 
tude of growth is ultimately the product of a net change in total 
man-hours worked and the dollar value of the output for each man- 
hour. 

Expected increases in population, based on projections by the Bu- 
reau of the Census, provide the basis for a significant imcrease in 
total man-hours of work which can be anticipated during the next 
decade. The number of persons in the age groups from which the 
work force is usually drawn, that is, from fifteen to sixty-four, will 
increase by more than 19 million between 1960 and 1970, or from 
108 million to 127.1 million. Even if less than three-fourths of these 
persons actually seek work and if allowances are made for the trend 
toward a shorter workweek, there remains the inescapable conclu- 
sion that total man-hours worked annually in this country will in- 
crease markedly unless we assume that substantially higher levels of 
unemployment will be tolerated. 

The other determinant of output—productivity—wili also ad- 
vance sharply during the next decade. The dramatic impact of im- 
provements in technology, of increased mechanization, and of the 
emergence of the professional manager on the nation’s rising produc- 
tivity curve is well known. Increased expenditures for research and 
development during the next ten years should be the wellspring of 
further increases in productivity. 

For purposes of developing aggregate data, an annual increase in 
GNP of 4.5 per cent during the next decade is assumed, which re- 
flects the combined influence of rising productivity and the increas- 
ing number of man-hours worked. Projected from GNP in 1958 (in 
1958 prices), a 4.5 per cent annual increase yields a GNP of $747 
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billion in 1970. This estimate falls between the medium and high 
estimates prepared by Professor Robert C. Turner, shown in Table 
1. Other estimates tend to confirm an increase in GNP during the 
decade of approximately 50 per cent. If the estimate of approxi- 
mately $750 billion proves to be accurate, total personal income 
should approximate $570 billion (in 1958 prices) by 1970, and the 
average income per household should exceed $9,000. Thus real estate 
finance in the decade of the sixties will be set up against an economic 
backdrop of expanding employment, increasing output, and rising 
incomes. 
TABLE 1* 
THREE PROJECTIONS OF GROSS NATIONAL PRODUCT 
FOR THE UNITED STATES, 1970 


Low Medium High 

. Total population (Census Bureau estimate in millions) 202.5 213.8 219.4 
2. Labor-force age group (no. of persons 15 years of age 
and over—birth-rate effect absent, since this group is 

now living—in millions).................. 146.6 146.6 146.6 
3. Participation rate (percentage of labor-force age group 
at work or seeking work; three — have been 


— 


made as to future participation rates). . ; 59.0 59.6 60.2 
4. Labor force (row 2 multiplied by row 3, in millions).. 86.5 87.4 88.3 
5. Less military (arbitrary estimate assuming no all-out 

I i ad's. cipicaren oad on oe ee eee pew eae 6 2.5 3.5 2.5 
6. Civilian labor force (row 4 minus row 5—in millions).. 84.0 84.9 85.8 
7. Unemployed (assumed at ey 4 per cent of 

NE EES EEE Oe SAP EOP ONE: ne 3.4 3.4 3.4 
8. Employed (row 6 minus row 7—in millions)...... . 80.6 81.5 82.4 
9. Average workweek (assumed to decline to 37 hours by 

RAR ee ie ee ee eee 37.0 37.0 37.0 
10. Total man-hours worked (row 8 times row 9 times 52 

I oo on one amen ame 155.1 156.8 158.5 
11. Output per man- hour (a 1955 trend value compounded 

for 15 years at assumed rates of 2.25, 2.75, and 3.25% 

per year—1958 I eos cies ack awe ae eke Ae eee 4.29 4.61 4.96 
12. Estimated GNP (row 10 times row 11, in billions of 

EE Siirinl Kee wapinendauNavig thageeeeedere 665 .0 723.0 787.0 


* Source: Professor R. C. Turner, School of Business, Indiana University. 


POLITICAL PERSPECTIVE 


In the housing field the impact of government action, particularly 
at the federal level, ranks with the course of economic activity as a 
major influence on future events. For many reasons, too diverse to 
explore here, the precise role of government is difficult, if not im- 
possible, to project. Based on past experience, however, there can be 
little doubt that housing will continue to be a popular item in the 
political arena.” 

2. For an extensive treatment of the influence of government on real estate finance see 


Miles L. Colean, The Impact of Government on Real Estate Finance in the United States 
(New York: National Bureau of Economic Research, 1950). 
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The trend of housing legislation during the 1950’s suggests that 
few basic changes in housing policy will be forthcoming. Present 
policies and programs are based primarily on the trends established 
during the fifteen-year period beginning with the National Housing 
Act of 1934 and ending with the Housing Act of 1949. During the 
last ten years, annual legislation has dealt largely with the modifica- 
tion and expansion of basic programs established during the 1934— 
49 period. Within the broad framework of the 1949 Act, typified by 
the announced goal of helping every American family realize “a de- 
cent home and suitable living environment,” legislation now exists to 
achieve such diverse objectives as housing for minority groups, im- 
provement in the quality of new construction, stimulation of a larger 
flow of funds into the home-building industry, and the provision of 
adequate community facilities to support expanding urban areas. 
The establishment of new objectives or the acceptance of new goals 
during the next decade will depend to a large extent on events yet 
to occur and on forces whose power is yet to be generated. It seems 
reasonable to assume, however, that future housing legislation will 
be evolutionary in nature rather than revolutionary. 

Of particular importance to the housing industry and financial in- 
stitutions is the future role of the insurance and guaranty programs 
of the Federal Housing Administration and the Veterans Adminis- 
tration. To some extent, both programs have been used to provide 
easier financial arrangements for marginal buyers (i.e., higher loans 
to value and loans with longer maturities) where either existing regu- 
lations or the element of risk precluded the use of a conventional 
mortgage loan. On this basis the importance of FHA and VA financ- 
ing could become somewhat less pronounced during the next decade, 
since private lending institutions have indicated a greater willingness 
to asume risk and the legal limitations on mortgage loans have been 
relaxed in recent years for many of the major types of institutional 
mortgage lenders. As conventional mortgages compete on increas- 
ingly favorable terms with insured and guaranteed mortgages and as 
family incomes rise, it seems reasonable to expect the FHA pro- 
grams to shift increasingly toward meeting the housing needs of spe- 
cial groups.* 

A wide variety of other federal legislation will, of course, have an 
impact directly or indirectly on residential real estate finance. 
Changes in the tax regulations affecting some of the institutions 

3. For a detailed discussion of the future role of the federally underwritten mortgage 


see “Federal Housing Programs, 1960-1970,” by Joseph R. Ewers (unpublished doctoral 
dissertation, Indiana University School of Business, 1959), chap. 7. 
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which finance homeownership can be anticipated. Careful review can 
also be expected for present tax treatment of capital gains and for 
present policies toward real estate investment trusts. An analysis of 
the reasons put forward by many of those presently advocating tax 
reforms, however, indicates a greater interest in equity considera- 
tions and revenue needs than in promoting a particular type of eco- 
nomic activity. Should this prove to be the case, future changes in 
tax laws may prove beneficial or harmful to the building and home- 
financing industries primarily as a by-product of these two overrid- 
ing considerations. 

Requests for direct subsidies for such purposes as public housing, 
slum clearance, urban renewal, additional community facilities, and 
related projects will also be placed before Congress with about the 
same degree of regularity that has characterized the past decade. 
The demand for funds to meet needs of this type will be considered, 
however, against many other requests for federal spending in a pe- 
riod when there will be strong public pressure to maintain govern- 
ment spending at a non-inflationary level. 

In essence, the role of the federal government in the housing field 
during the decade of the sixties will continue to be pervasive but 
should be evolutionary in the sense that continued refinement and 
improvement of existing programs seem more reasonable than any 
radical change in existing programs and policies. 


HOMEBUILDING IN THE SIXTIES 


While the economic and political environment of the sixties will 
contain important influences for house building and home financing, 
the demand for housing must ultimately come from the individual 
consumer. Demand, as used here, refers to market or effective de- 
mand and signifies the amount of housing services that can be sold 
during any given period. Need, on the other hand, implies the total 
volume of housing services required to meet some socially deter- 
mined standard. 

The effective demand for housing is the result of numerous fac- 
tors. During short periods of time the dominant factor may well be 
conditions in the money market and the resulting effect on the terms 
and availability of mortgage funds. This is particularly true when 
considered in relation to the income of potential homeowners. Fa- 
vorable income prospects tend to stimulate not only more new homes 
but larger homes of better quality with more equipment. As indi- 
cated earlier, family income levels should improve substantially dur- 
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ing the decade of the sixties. Further, more families should move into 
income brackets where homeownership becomes possible. 

Apparently, homeownership is attractive to American families. 
In less than sixty years the proportion of non-farm families living 
in owner-occupied homes has risen from about one-third to about 
three-fifths. While this trend is certainly the result of increasingly 
favorable financing terms and higher incomes, it also inflicates a new 
consumer attitude toward debt and in recent years a higher prefer- 
ence rating for homes versus other types of assets. 

The demand for housing is also affected by a growing tendency to 
own a “seasonal” home, by losses and withdrawals from the housing 
stock, by geographic movements of the population, by the prevalence 
of doubling-up, by the level of vacancies, and by other factors. The 
size of the population and the number of households are also factors 


TABLE 2* 
ESTIMATE OF TOTAL POPULATION OF UNITED STATES 
1959-70 
Year Population Year Population 
(July 1) (In Thousands) (July 1) (In Thousands) 
ois opis th 177 ,139 Sen Saozaakh 189 306 
os stig ales 180,126 ie 192,475 
. ae 183 , 160 |e 195 ,747 
re ee 186, 213 eT ee 213 ,800 


* Source: U.S. Department of Commerce, Bureau of the Census. 


affecting housing demand. Recent projections by the Bureau of the 
Census using four different series place the total population of this 
nation at between 202.5 and 219.5 million by 1970. The Series II 
projection, used in Table 2, which is based on a continuation of fer- 
tility rates at the 1955-57 level, anticipates an increase in total pop- 
ulation of approximately 33 million during the 1960-70 period. As- 
suming favorable income levels and financing terms, the probability 
that this increase will be absorbed within the existing housing stock 
seems remote, since over 8 million will be in the twenty to twenty- 
nine age group from which most new households are formed and 
another 4 million will be added to the age group over sixty-five. 
Since the total increase in population does include both urban and 
rural areas, it has limited use in estimating the future volume of 
non-farm housing starts. 

In response to a question asked by the Senate Banking and Cur- 
rency Committee, however, the Bureau of the Census has prepared 
an estimate of the increases which can be expected in non-farm 
households between 1959 and 1970. The data, which again are pre- 
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pared in four series, are shown in Tables 3 and 4. Over the ten-year 
period the projections show an annual average increase in the num- 
ber of non-farm households ranging from a low of 846,000 to a high 
of 1,131,000, with the increases coming at a slower rate in the first 
half of the decade. 

An estimate of total housing starts for the decade of the sixties uti- 
lizing the madium-high projection of household formation is shown in 
Table 5. The estimate assumes, of course, that each new household 
represents the basic demand for a housing unit, although adverse de- 
velopments with respect to family incomes, the terms and availabil- 


TABLE 3* 


PROJECTIONS OF NUMBER OF NON-FARM HOUSEHOLDS 
IN UNITED STATES, 1959-70 
(In Thousands) 


Series Series Series Series 
Year A B Cc D 
ISS... cccccses 46,487 45 ,844 45 ,705 45 ,564 
1960 ; 47 ,025 46,534 46,298 46,061 
1961. . : 47 ,832 47 ,234 46,938 46,644 
1962. ; 48 ,900 48,141 47,755 47 ,372 
1963 . 50, 134 49,184 48 ,690 48 , 206 
1964 : 51,400 50,254 49,651 49 ,060 
1965. . ; 52,513 51,197 50,499 49,818 
1966. . 53 ,565 52,181 51,376 50,671 
1967 ; 54,726 53 , 265 52,341 51,611 
1968 56,067 54,515 53 ,451 52,690 
1969 Pe 57 ,137 55,513 54 ,334 53 ,549 
1970... ..  §8,339 56,634 55 ,332 54,521 


* Source: U.S. Department of Commerce, Bureau of the Census. 


TABLE 4* 


PROJECTED ANNUAL INCREASES IN NUMBER OF NON-FARM 
HOUSEHOLDS IN UNITED STATES, 1960-70 
(In Thousands) 


Medium Medium 
Year High High Low Low 
1960. ; 888 690 593 497 
1961.... ‘ 807 700 640 583 
1962. : 1,068 907 817 728 
1963. . 1,234 1,043 935 834 
1964.... ? 1,266 1,070 961 854 
1965... 1,113 943 848 758 
1966... : 1,052 984 877 853 
1967... ; 1,161 1,084 965 940 
1968... 1,341 1,250 1,110 1,079 
1969. 1,070 998 883 859 
1970.... . 1,202 1,121 998 972 
Av. 1961-65... 1,098 892 840 751 
Av. 1966-70... 1,165 1,147 967 941 
Ten-year av... 1,131 1,010 904 846 


* Source: Table 3; High, Medium High, Medium Low, and Low corre- 
spond to Series A, B, C, and D, respectively. 
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ity of financing, or many other factors related to housing demand 
could prevent the need from actually becoming effective demand. 
With this basic “raw” demand, however, and with additions for 
losses and withdrawals from the housing stock, increases in vacan- 
cies, and “second-home” requirements and with appropriate deduc- 
tions for units supplied by conversion, trailers, public housing, and 
so forth, new private non-farm housing starts are estimated for the 
decade at 13,500,000, or an annual average of 1,350,000. 

The projected volume of housing starts does not represent a large 
increase over the 12 million new housing starts for the decade of the 
1950’s. In fact, better reporting techniques might indicate that ac- 
tual housing starts during the last ten years were closer to 13 million, 
or very Close to the total projected for the decade of the sixties. 





TABLE 5 
ESTIMATE OF NEW HOUSING STARTS IN DECADE OF THE SIXTIES 
Increase in non-farm households... .......<cs<ccscevccesecceosvs 10,100,000 
Add: Housing units lost through destruction, conversion to other use, 

SRE eA EER IR PIO RE NEE SP -! SEOCE Tae ME OS 3,500,000 
NN SU a3 crac aves om Sidclera cable Meier otora Fergal ior oats 400 ,000 
Seasonal and other “‘second-home”’ requirements. .............-.. 750,000 
pee sees Gam wire WN IN ooo ov ksedioraniv ewan aweeneee 14,750,000 
Less: Units supplied by conversion, trailers, public housing, etc..... 1,250,000 
New private non-farm housing starts....................0e0000- 13,500,000 
PT I iain So aswaiew pe ahs MRM DORN ye eee ER Se Oe 1,350,000 


RESIDENTIAL CONSTRUCTION EXPENDITURES 
AND MortTGAGE DEBT 


Based on this estimate of housing starts, the upward trend in resi- 
dential construction expenditures should continue even when figured 
in constant dollars. While price inflation has been a major element 
in rising construction costs, the trend toward larger homes of better 
quality with more and more equipment has also added to average 
construction cost per unit. Computed in 1958 prices, to eliminate 
inflation, the average cost per housing unit started in 1958 was 
$12,000 compared with $9,735 in 1948, an increase of more than 23 
per cent. By 1970 it is expected that the average cost per unit will 
approximate $15,000, again computed in 1958 prices. 

The estimate of housing starts presented above, coupled with an- 
ticipated higher average cost per unit, lends support to the position 
that residential construction expenditures during the sixties will ac- 
count for at least as large a share of the nation’s total output as dur- 
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ing the 1947-58 period. Since 1947, expenditures for new dwelling 
units plus alterations and repairs have ranged from a low of 3.2 per 
cent of GNP to a high of 5 per cent, with an annual average over the 
twelve-year period of 4 per cent. Projected at a constant 4 per cent 
of GNP, annual private expenditures for non-farm residential con- 
struction, excluding repairs and maintenance, would increase from 
$19.1 billion to $29.9 billion during the next decade, with an annual 
average of $24.7 billion. By contrast, the range during the 1950-60 
period was $14.1-$19.1 billion, with an annual average of $16.3 
billion. While the totals for any one year may vary markedly from 
the anticipated average, the steady upward trend over the ten-year 
period is likely to remain unaltered (see Table 6). 

Estimates of the volume of residential mortgage debt outstanding 
during the next decade can be developed by alternative methods. Al- 
though the relationship between residential construction expendi- 


TABLE 6 


RESIDENTIAL CONSTRUCTION EXPENDITURES AND IN- 
CREASE IN RESIDENTIAL MORTGAGE DEBT, 1950-70 
(In Billions of Dollars) 


Residential Increase in Resi- 
Construction dential Mort- 
Year Expenditures* gage Debt 
Actual (in current prices) : 
1950... ae 14.1 8.7 
1951... ree 12.5 7.8 
1952... , 12.8 rf 
1953... ; ; 13.8 8.2 
1056 .....22.. . . ‘ 15.4 10.2 
1955.... . 18.7 13.4 
1956... 17.7 11.4 
ere er 17.0 9.6 
 . i iaeitelied 17.9 12.3 
Estimated (in 1958 prices): 
ee pis 18.3 11.3 
1960.... 19.1 11.9 
1961.... ‘ 20.0 12.2 
1962.... 21.0 13.0 
1963... 22.0 13.6 
1964.... 22.9 14.2 
1965.... 24.0 14.9 
1966.... 25.0 15.5 
1967.... 26.2 16.2 
1968.... 27.4 17.0 
1969.... 28.6 17.7 
1970.... 29.9 18.5 
1951-60: 
Total ..... 163 .2 103 .6 
Average... 16.3 10.4 
1961-70: 
: 247.0 152.8 
Average........ aattanbon 24.7 15.3 


* Includes additions and alterations but excludes repair and maintenance. 
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tures and residential mortgage debt provided the estimates shown in 
Tables 6 and 7, an analysis of the mortgage debt-housing start rela- 
tionship, debt-household relationship, and debt-GNP relationship 
yielded estimates consistent with those shown. The increase in resi- 
dential mortgage debt during the 1947-58 period was never less than 
55 per cent of the private non-farm residential construction expendi- 
tures and reached as high as 76 per cent in 1947 and 69 per cent in 
1958. Using a debt-expenditure relationship of 62 per cent, the 
median percentage for the twelve-year period, total residential mort- 
gage debt outstanding would reach $225 billion by 1965 and $310 
billion by 1970. 


TABLE 7 
RESIDENTIAL MORTGAGE DEBT OUTSTANDING, 1946-70 
Billions of Billions of 

Year Dollars Year Dollars 
cs ss. caste 28.1 ee 
. re . ona RES eS 182.4 
ere >; a _. Jee 
1949.... . 44.9 . Serre 210.2 
1950. , wae -« a” 
Fea ; 61.4 .. ene 
Pst) iwccsvesy, ee re . 256.8 
1953.. a ~~ ae cen ae 
_ ee -» ae RES 291.5 
1955.... ee WY ovccsbw dance, ee 
1956.... Sey re * 
1957.. sa-eda's ee 
1958.... citer cee 
1959... Siena dae 
eee 157.2 


These estimates appear to be at variance with the theoretically 
sound assumption that increases in mortgage debt should be smaller 
and smaller as the volume of repayments provide more and more 
funds for making new loans. Such has not proved to be the case dur- 
ing the past decade and likely will not be during the next one. Com- 
menting on this apparent divergence between theory and fact, Pro- 
fessor Edwards has stated: 


With increasing interest rates and maturities, however, the repayments of prin- 
cipal are decreasing as a percentage of debt outstanding. Also, new borrowers are 
requiring higher percentage loans as the average cost of houses increases and as 
more of the loans are made to newly formed households with minimum resources 
for down payments. To these offsetting factors must be added the continuing tend- 
ency of old borrowers to refinance their loans to convert some of their equity 
back into cash.4 


4. Edward E. Edwards and others, The Next Decade and Its Opportunities for the 
Savings and Loan Business (Chicago: U.S. Savings and Loan League, 1959), p. 20. 
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SourcEs OF Mortcace Funps 


Based on the foregoing estimates of the need for mortgage funds 
during the decade ahead, either substantial growth can be antici- 
pated for present mortgage lenders, or wholly new types of financial 
institutions must be expected to develop, or other institutions such 
as pension funds must enter vigorously into the mortgage lending 
field. Each of these alternatives is worthy of consideration, but for 
present purposes the assumption will be made that present mortgage 
lending institutions—savings and loan associations, mutual savings 
banks, life insurance companies, and commercial banks—will meet 
the need for mortgage funds and discourage the entry of other insti- 
tutions into the market. This assumption can be relaxed or modified 
as the decade progresses, should it prove to be invalid. 

One method of projecting the potential volume of funds available 
for non-farm residential financing is to determine the demand for 
funds by all other users and treat the residual (if such remains) as 
the amount available for residential mortgage financing. The obvious 
problems involved in determining the needs of other borrowers make 
this approach difficult to apply. An alternative method used by Sauer 
is the “sector approach.” The basic steps in this method are (1) 
identification of suppliers of investment funds that will likely invest 
in non-farm residential mortgages during the sixties; (2) projection 
of the total resources available to the lenders identified in step 1; 
and (3) estimation of the proportion of the total resources that these 
lenders will invest in residential mortgages.® 

Utilizing this method, the projection of total resources available to 
mortgage lenders is based on the close correlation between the 
growth in total assets of the four major lending institutions and in- 
creases in GNP. Proceeding from the earlier estimates of GNP, the 
four institutions could hold total assets by 1970 of approximately 
$829 billion—a growth sufficient to accommodate total mortgage 
holdings of about $267 billion. Should residential mortgage debt out- 
standing reach $310 billion by 1970, the four institutions could hold 
approximately 86 per cent of the total, compared with 78.4 per cent 
in 1950 and an estimated 82.8 per cent in 1960. The distribution of 
total assets and residential mortgage holdings among the major lend- 
ing institutions is shown in Table 8. The implications of these esti- 
mates for the growth patterns and competitive position of various 
mortgage lenders are recorded in Tables 9 and 10. While all major 


5. Donald H. Sauer, “The Demand for and the Supply of Nonfarm Residential Mort- 
gage Funds” (unpublished doctoral dissertation, Indiana University School of Business, 
1959), p. 138. 
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} types of lenders would experience absolute growth in mortgage hold- 
nds ings, the proportion of the total debt held by each would change con- 


tici- siderably. By 1970, savings and loan associations would hold about 
cial 44 per cent of the total mortgage debt outstanding, compared with 
uch less than 36 per cent in 1960; life insurance companies would hold 


ling | approximately 18.5 per cent, compared with 20.2 per cent at pres- 
for ent; mutual savings banks 11.2 per cent, compared with 13.7 per 


rage | 
age TABLE 8 


ings 
reet ESTIMATES OF TOTAL ASSETS AND RESIDENTIAL MORTGAGE HOLD- 
sti INGS OF MAJOR HOME-FINANCING INSTITUTIONS, 1970 
fied | (In Billions of Dollars) 
e RESIDENTIAL MorTGAGES 
TorTaL Per Cent of 
able Type oF INSTITUTION Assets* Amount Total Assets 
f Savings and loan.............. 165.7 137.5 83.0 
or Life insurance........ Se | 57.2 30.0 
) as Commercial banks............ 414.4 37.3 9.0 
é‘ Mutual savings banks. . . ait 58.0 34.8 60.0 
ious * Total assets at end of 1958 were as follows: savings and loan, $55.1 billion; life insurance, 
ake $107.4 billion; commercial banks, $240.1 billion; mutual savings banks, $37.8 billion. 
Luer 
(1) TABLE 9 
vest RESIDENTIAL MORTGAGE DEBT OUTSTANDING, BY TYPE OF LENDER, 1950-70 
ti BILLIONS OF DOLLARS PERCENTAGE OF SUBTOTAL PERCENTAGE OF TOTAL 
10n _ 1950 1960 1970 1950 1960 1970 1950 1960 1970 
1: Savings and loan associa- 
) tions. . 3.4 36.2 19075 31.9 43.1 51.5 25.0 35.7 44.4 
, Life insurance companies.. 11.1 31.8 57.2 26.4 24.5 21.5 20.7 20.2 18.5 
ese Mutual savings banks... . 7.1 21.5 34.8 16.9 16.5 13.0 13.2 13.7 11.2 
Commercial banks AA 10.4 20.7 37.3 24.8 15.9 14.0 19.4 13.2 12.0 
e to OS eee rrr 42.0 130.1 266.8 100.0 100.0 100.0 78.2 82.8 86.1 
the Individuals and others... . 11.7 27.0 eee ree ee 21.8 17.2 13.9 
| in- ME bes waves s0ees ae Cs Se Gace st, ee 100.0 100.0 100.0 
be TABLE 10 
te 
* 4 DECENNIAL INCREASES IN RESIDENTIAL MORTGAGE HOLDINGS, 
sag BY TYPE OF LENDER, 1950-70 
out- BILLIONS PERCENTAGE PERCENTAGE 
101d or DoLiars oF SUBTOTAL or ToTAL 
cent 1950-60 1960-70 1950-60 1960-70 1950-60 1960-70 
f Savings and loan asso- 
nO 0 ee 42.7 81.4 48.5 59.6 41.2 53.2 
ond- Life insurance com- 
eae 20.7 25.4 23.5 18.6 20.0 16.6 
stl- Mutual savings banks. 14.4 13.3 16.3 9.7 13.9 8.7 
ious Commercial banks.... 10.3 16.6 11.7 12.1 10.0 10.9 
ajor Subtotal......... 88.1 136.7 100.0 100.0 85.1 89.4 
won Individuals and others. 15.4 16.2 coro Vane 14.9 10.6 
Ee vs ds ow coun 103 .5 | A ee 100.0 100.0 
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cent; commercial banks 12 per cent, compared with 13.2 per cent; 
and the relative holdings of individuals and others would decline 
from over 17 per cent to less than 14 per cent. 

The distribution of debt as indicated is, of course, based on certain 
assumptions as to future developments within each of the major 
types of mortgage lending institutions, as well as changes in such 
exogenous forces as the relative attractiveness of conventional mort- 
gages, changes in interest rates, the volume of savings, and related 
factors. Although the assumptions seem reasonable in light of pres- 
ently available information, they must be changed over the future to 
reflect more current developments. The estimates of debt distribu- 
tion could be invalidated, for example, should any of the major insti- 
tutional lenders consciously adjust investment policies to assume a 
different role in the future than they have assumed in the past. 

Finally, the fact should be noted that the estimates in this paper 
are presented as suggestions as to what may happen in residential 
real estate finance during the next decade and not as predictions. For 
example, the estimates assume a continuation of present price lev- 
els, but that is not a prediction that there will be no inflation. Simi- 
larly, the estimates assume no major shooting war, but that must not 
be interpreted as a prediction that World War III will not occur in 
the next decade. Used with a willingness to make appropriate revi- 
sions as assumptions prove to be unfounded, the estimates do, how- 
ever, provide a sound basis for long-range planning in the field of 
residential real estate finance. 
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FINANCING THE FUTURE COMMERCIAL AND 
INDUSTRIAL REQUIREMENTS IN METRO- 
POLITAN GROWTH OF THE 
UNITED STATES 


HomeErR Hoyt 


Homer Hoyt Associates 


THE FINANCIAL requirements for new office buildings, shopping cen- 
ters, and factories in the United States within the next few decades 
will depend on the magnitude of population growth, the proportion 
of that growth that takes place in metropolitan areas, the volume 
and location of new residential construction, the economic capacity 
of business firms and families to pay a rent or a price sufficient to 
meet the cost of new buildings, and the ground area required for 
urban expansion. 

The forces governing the amount of financing required are not 
universal, applying to all nations, but they are peculiar to the United 
States. This nation, with 6 per cent of the world’s population and 
7 per cent of its land area, has developed under conditions entirely 
different from most other countries. The almost universal owner- 
ship of automobiles, the widespread distribution of wealth, and a 
strong preference for single-family detached homes in suburbs dis- 
tinguish us from many European and Asiatic nations, including even 
those which have recently made rapid strides in industrialization. In 
the past half-century in the United States, the production and use 
of the private automobile has increased from slightly above the zero 
level to almost the saturation point; our road system has progressed 
from dirt or primitive macadam roads to concrete two- to four-lane 
local highways and limited-access divided expressways on many 
major routes; our utilities have expanded to nation-wide automatic 
telephone systems, to networks of electric power lines, and to ex- 
tended sewer and water systems. This has made possible a tre- 
mendous suburban expansion and the building of millions of homes 
on vacant lands on the periphery of central cities. 

In contrast to this, residents of most European and Asiatic cities 
live in concentrated apartment districts in central cities or in sub- 
urbs which are often located close to their places of employment or 
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to central shops and which are served by frequent and cheap bus 
or mass transportation lines. 

The financing requirements for future urban growth will depend 
in part upon the form that this new growth takes. While building 
costs do not vary greatly between central and suburban areas in the 
same metropolitan region, the costs of land and utilities will show 
great differences. In central cities, most of the utilities, as well as 
the schools, churches, and parks, are in existence and have been 
paid for, although repairs and some extensions may be necessary. 
In the suburbs, however, not only utilities but also schools, churches, 
and recreation areas must be paid for at present high costs. On the 
other hand, land for redevelopment in central areas is usually far 
more costly, particularly if there are buildings on the site which 
have to be razed and must be bought. 

A self-sufficing suburban town with its own industry, shops, 
schools, and churches, and its own sewage-disposal system would 
impose less cost for new highways and for extension of sewer lines 
than a residential suburb requiring extension of central sewer lines, 
in which the residents commute to the central city. 

Consequently, it is necessary to consider not only the magnitude 
but the form of new urban growth, in calculating financial require- 
ments. Let us consider, first, the quantitative factor of population 
growth in the United States and the percentage of that growth that 
is expected to take place in urban communities. 


POPULATION GROWTH OF UNITED STATES, 1960-2000 


It is estimated by Jerome P. Pickard that the population of the 
United States will increase from 178,583,000 in 1960 to 243 million 
in 1980 and to 320 million in 2000." 

The population of major metropolitan areas increased from 
22,270,000 in 1910 to an estimated 76,205,000 in 1956.” In 75 major 
metropolitan areas tabulated by Housing Securities, Inc., there was 
an estimated population of 88,159,000 in 1958 and 28,526,000 dwell- 
ing units. This was half the population and dwelling units in the 
United States in 1958.* 

Dr. Pickard estimates that the population of major metropolitan 
areas will increase to 86,217,000 in 1960, to 144,372,000 in 1980, 

1. Jerome P. Pickard, Metropolitanization of the United States (“Urban Land Insti- 
tute Monographs,” No. 2 [1959]), p. 94. 

2. Ibid., pp. 15, 18. 


3 Uriel Manheim (ed.), Housing Securities, Inc., 75 Housing Areas, Annual Summary 
1959. 
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and to 210,808,000 in 2000.* This is a forecast of an increase of 
58,155,000 in the major metropolitan area population in the twenty 
years from 1960 to 1980, an average of 2,900,000 a year; and of an 
additional 66,436,000 between 1980 and 2000, or an average of 
3,322,000 a year. He further forecasts that 107 million people will 
live in ten gigantic supermetropolitan areas in the year 2000.° 


REQUIREMENTS FOR NEw HoMEs 


The estimate of the number of new family dwelling units that will 
be required by this population growth in the next twenty years is 
made solely for the purpose of estimating the requirements for 
offices, stores, and factories and is not the primary subject matter 
of this paper. In 1958 there was an average of 3.09 persons per 
dwelling unit in the 75 major metropolitan areas. On this basis, an 
increase in the population from 178 million in 1960 to 243 million 
in 1980, or a gain of 65 million, would require 21 million new homes, 
or 1,050,000 a year for new-family formation alone. 

By 1980 the remainder of the 20,264,000 dwelling units built be- 
fore 1920 and still in existence in 1950 will be at least sixty years 
old. In 1950, 4,339,000 dwelling units were reported as dilapidated, 
and 5,133,000 had no running water.® Certainly, 7 million, if not 
more, of our existing dwellings should be replaced by 1980. 

The total demand for new residential dwelling units will thus be 
at least 28 million during the next twenty years, or at a rate of 1.4 
million units a year. Of this total, I estimate that two-thirds, or 19 
million houses, will be built in suburban areas in the next twenty 
years. By the year 2000, when the population is expected to reach 
320 million, there will be a need for 46 million more dwelling units 
to provide for formation of new families without allowing for the 
replacement of obsolete structures. 

The demand for new retail stores, factories, and office buildings 
for the period 1960-80 will accrue as a result of an increase of 65 
million in population and of 21 million in the number of households 
in that period. 

The average family income in the United States was approximate- 
ly $6,250 in 1958. Dr. Joseph L. Fisher estimates that the spendable 
income per capita in terms of 1957 dollars will increase from $2,540 
in 1957 to $3,520 in 1975, a gain of 40 per cent in real buying 

4. Pickard, op. cit., p. 95, Table D. 

5. Ibid., p. 8. 


6. Compiled from Bureau of the Census reports; see also Statistical Abstract of the 
United States, 1957, pp. 752-78. 
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power.’ On the assumption that average family income will increase 
to $10,000 by 1980 in terms of 1957 dollars, the 21 million families 
added by 1980 would have aggregate annual income of $210 billion. 

I will now analyze requirements for new retail stores, offices, and 
factories that will be created by this increase of population and 
purchasing power. 


RETAIL-STORE FINANCIAL REQUIREMENTS BY 1980 


In the period 1948-59, 56 new regional shopping centers, each 
with at least one major department store and each with a total store 
area in the center of 500,000 square feet and containing an aggregate 
total of 37 million square feet of store area, were built in the United 
States.° In addition, 120 community centers, each containing 
200,000-300,000 square feet of store area, were built in the same 
period, with a total of over 26 million square feet of store area. 
Several thousand neighborhood centers containing a supermarket 
and drugstore and sometimes a variety store were built in this ten- 
year period. By 1960, 10-15 more regional shopping centers and 
hundreds of smaller centers now in advanced planning stages will 
be completed or in the course of construction. Besides these shopping 
centers, Sears Roebuck and some other department-store companies 
have built single stores in suburban or outlying areas away from 
other stores. 

The requirements for additional retail-store area in the next few 
decades will depend upon the following factors: 

1. The extent of recentralization caused by families moving into 
new apartments near the central business districts. The present 
downtown stores have physical plants capable of doing a greater 
volume of business. Improvements in mass transport also will in- 
crease the volume of trade in downtown areas. 

2. The extent to which existing outlying suburban centers attract 
the patronage of residents in new suburban developments. Practical- 
ly all the suburban shopping centers recently built have the capacity 
to do a greater volume of business than at present, and a number of 
them have room for further expansion. 

3. The extent to which low-rent-yielding uses such as furniture 
stores will be provided for in existing older buildings. 


7. From a speech given by Joseph L. Fisher at Lake Arrowhead, California. 


8. See Homer Hoyt, “Impact of Suburban Shopping Centers in September 1956.” 
Urban Land, Vol. XV, No. 8 (September, 1956). The author has made additions to the 
list of shopping centers to bring it up to date. 
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4. The trend toward larger-sized stores in every line, with an 
increasing volume of sales per square foot. 

An analysis of recent trends, which shows a declining trend in 
downtown central shopping districts, indicates that the suburban 
movement will continue in the next few decades and that a demand 
for new shopping centers beyond present centers will be created. In 
the last fifteen years, 112 small department and apparel stores, 
mostly in central areas, with sales of $260 million have gone out 
of business, and 145 others with sales of over $1 billion have been 
purchased by, or have merged into, larger merchandising units.° 
There is a large excess retail capacity in many downtown areas. 
Also outlying suburban shopping centers, particularly of the com- 
munity type, have been temporarily overbuilt in some metropolitan 
areas. Nevertheless, new commercial centers will be built in areas 
beyond the present settled areas that will be developed for the first 
time from 1960 to 1980. 

On the assumption that 19 million new families move into sub- 
urban areas from 1960 to 1980, with an average annual income of 
$10,000, or aggregate income of $190 billion, a total of $114 billion 
would be added to present retail-store purchases in suburban areas. 

Of this total, it is probable that most of the local convenience 
purchases—food, drugstore items, cleaning and pressing, restaurants, 
beauty and barber shops, hardware-store and variety-store items— 
will be made in local convenience centers. These items alone ac- 
count for 40 per cent of total retail purchases. Probably also furni- 
ture and household appliance stores will be widely dispersed in 
inexpensive and low-rent buildings. Gasoline filling stations also will 
be widely distributed, and automobile salesrooms and auto sales lots 
will be in special districts. 

The added sales of local convenience items, required by the 
growth of the suburban population from 1960 to 1980, would amount 
to approximately 40 per cent of retail sales, or $46 billion. Since 
supermarket sales average higher per square foot than sales of other 
stores, this volume could be handled at the rate of $150 per square 
foot, which would require a building area of 307 million square feet. 
On the assumption that 75 per cent of the local convenience sales 
would be made in neighborhood centers and 25 per cent in regional 
or community centers, 230 million square feet of store area would 
be required for these centers. At an average of 50,000 square feet 


9. Womens Wear Daily, October 21, 1959. 
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of building area for each neighborhood center, there would be a 
need for 4,600 new local centers by 1980. 

Of total added retail purchases of $114 billion made by added 
suburban families, 17 per cent, or $19.4 billion, would consist of 
general-merchandise and apparel-store purchases, which are the 
chief elements in a regional shopping center, accounting for 72 per 
cent of their gross rentable area.’® Estimating that the new centers 
will attract 70 per cent of the added general-merchandise and ap- 
parel-store purchases, leaving 30 per cent for existing central busi- 
ness and outlying regional or community centers, the new regional 
centers would have a volume of $13.6 billion in general merchandise 
and apparel. At average sales of $68 per square foot of gross build- 
ing area, 200 million square feet for general-merchandise and ap- 
parel stores would be needed. Since this would represent 72 per cent 
of total regional center area, a total of 278 million square feet 
could be used by new regional shopping centers, which would be 
sufficient for 278 regional shopping centers of 1 million square feet 
each. However, it is probable that this total will be divided between 
large regional centers and smaller regional centers or community 
centers, although the trend is definitely toward one of two extremes 
—either the large regional center offering a complete selection of 
apparel or the local convenience center. There will be numerous 
small communities not large enough to support a shopping center 
of 1 million square feet of store area. I estimate that the require- 
ments would be for 125 large regional centers of the mall type, with 
an average of 1 million square feet of building area each, or 125 
million square feet, and 612 community centers ranging in size from 
100,000 to 500,000 square feet each and averaging 250,000 square 
feet of building area, for a total of 153 million square feet. 

The foregoing are the estimated new-store area requirements for 
19 million suburban families who will occupy vacant land now be- 
yond existing settled areas in the period from 1960 to 1980. I have 
estimated that the 2 million added families, with annual income of 
$20 billion in 1980, who will live in apartments or homes within the 
city areas now built up, will patronize stores now existing in these 
areas. Their total retail purchases by 1980 would be approximately 
$12 billion. While central retail stores and existing outlying and 
suburban stores can handle an added volume without expanding 
their present store area, I estimate that, in addition to alterations 
and repairs, additional store facilities must be provided to handle 


10. Homer Hoyt, Urban Land Institute Technical Bull., No. 30, Part II, p. 39. 





3i- 


et 








Requirements in Metropolitan Growth 269 


at least half this total, or for an added retail sales volume of $6 
billion. At $100 per square foot, 60 million added feet of store space 
would be needed, which at $15 per square foot would cost $900 
million. 

In addition to stores in these shopping centers, gasoline stations, 
single furniture stores, automobile salesrooms, bowling alleys, thea- 
ters, and other uses will be required. 

Added automobile purchases of $37 billion (17.6 per cent of 
income) by 1980 would require an estimated 20,000 additional 
showrooms. This allows for an increasing volume of sales per store. 
There were 61,500 automobile dealers, handling a sales volume of 
$27.5 billion in 1954, with average sales of $447,000, but I have 
estimated that the sales volume per outlet would be greater in the 
future. 

Added gasoline sales of $13 billion (or 6.3 per cent of added 
family income by 1980) will require 43,000 filling stations at aver- 
age sales volume of $300,000. Average sales per gasoline service 
station were only $59,000 in 1954, but there is a trend toward con- 
centration into fewer stations. 

Bowling-alley demand is estimated at one lane for each 1,000 
population. An added 65 million in the suburban population would 
require 65,000 added lanes. 

Furniture and household appliance sales of 5 per cent of retail 
sales, which are not provided for in most shopping centers, would 
amount to $10.5 billion in 1980. Furniture stores often occupy upper 
floors in downtown areas or cheaply constructed outlying space. I 
estimate that half the added purchases would be made in existing 
stores, so that only $5.2 billion of sales would be made in new 
stores. At current sales of $35 per square foot, this would require 
150 million square feet of new furniture-store space. Discount 
houses would be included in this total. 

In addition to the foregoing, I have included warehouses and 
some miscellaneous retail uses, the cost of which will be estimated 
separately, but I have not included new hotels, motels, theaters, or 
garages. 


FINANCIAL REQUIREMENTS FOR ADDED RETAIL 
FAcILitiEs, 1960-80 


The total estimated cost of all new retail-store facilities required 
by the growth of population from 1960 to 1980 is estimated at 
about $15 billion. This figure and its components are shown in 
Table 1. 
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New OFFrice BUILDINGS 


New office-building construction bears no exact relationship to 
population, varying from 1.6 square feet per capita for the Los 
Angeles metropolitan area to 5 square feet per capita for financial 
and commercial cities such as New York, Chicago, and San Fran- 
cisco, and 26 square feet per capita for Midland, Texas, a city of 
56,000 population, which is the office center of the oil industry of 
western Texas." 


TABLE 1 
ESTIMATED FINANCIAL REQUIREMENTS FOR ADDED RETAIL SPACE, 1960-80 
Square Feet Cost per 
New Construction Number Building Area Square Foot Total Cost* 

Regional shopping cen- 

ters. 125 125,000,000 $20 $ 2,500,000 ,000 
Community shopping 

centers 612 153 ,000 ,000 15 2,295 ,000 ,000 
Neighborhood shopping 

centers... 4,600 230 ,000 ,000 12.50 2,875 ,000 ,000 
Expansion of existing 

retail areas and alter- 

ations. . ome 7 , 60 ,000 ,000 15 900 , 000 ,000 
Automobile showrooms 20 ,000 baa dee ak $100 ,000 2,000 ,000 , 000 

each outlet 

Bowling alleys... ... 65,000 lanes 65,000,000 10 650 ,000 ,000 
Gasoline service sta- 

ee ce $ 25,000 per 1,075, 000,000 

station 

Furniture and house- 

hold appliances (in- 

cluding discount 

houses) : ; . 10 ,000 150,000 ,000 10 1,500,000 ,000 


Other retail uses a ee Miri ; 1,055 ,000 ,000 


Me utdctens athieatieee Seadttbe EE ey ne $14 , 850,000 ,000 


* In 1959 dollars 


In 1955 there was a total of 179,298,741 square feet of com- 
mercial office space in the 18 largest American cities,’* which had 
a total population of 58,259,000 in their metropolitan areas in 1958. 
The above office-building area included only the commercial office 
buildings in the central city and did not include some large office 
buildings in satellite cities or suburban areas and numerous small 
offices. The average office space for these larger metropolitan areas 
of 3 square feet per capita of the metropolitan area population 
based on the above figures is somewhat low. On the other hand, 


11. Author’s calculations. 


12. Earle Shultz and Walter Simmons, Offices in the Sky (Indianapolis and New York: 
Bobbs-Merrill Co.), p. 275. 
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office space per capita is higher in these large commercial and 
financial centers than in numerous smaller cities. 

In estimating future requirements for office space, there are the 
following factors to take into account: 

1. There is now very little vacant office space to be absorbed. 

2. Some of the older office buildings are becoming obsolete, so 
that new modern buildings will be required to replace them. The 
new Office buildings will be air-conditioned and will have parking 
facilities in garages within or adjacent to the buildings. 

3. The shifting population to rapidly growing cities in Texas, 
Florida, and California and to other rapidly growing areas will re- 
quire new office buildings in cities in those states, even though ample 
office facilities are available elsewhere. 

4. The demand for added office space is lessened by the increasing 
use Of business machines, which reduces the number of clerical 
workers and the space required for them. 

The population of the 18 largest cities, with an average of 3 
square feet per capita of office space in the larger commercial build- 
ings in 1955, is expected to increase from 57,218,000 in: 1960 to 
82,386,000 in 1980, a gain of 25,168,000."* At 3 square feet of office 
space per capita, this would create a demand for 75 million square 
feet of office space in these 18 cities. The population of all other 
major metropolitan areas outside the 18 largest is expected to in- 
crease from 29 million in 1960 to 61 million in 1980, an increase of 
32 million in the twenty years.’* Allowing only 2 square feet per 
capita for the added population in the lesser metropolitan areas 
would mean that a total of 64 million square feet of office space 
would be needed in these other metropolitan areas. 

In addition to the foregoing requirements of 139 million square 
feet in the larger commercial office-building centers caused by urban 
population growth from 1960 to 1980, there will be a demand for 
numerous small one- and two-story office buildings with adjacent 
parking areas for use by doctors, dentists, architects, lawyers, and 
other professional men, aggregating at least 11 million square feet. 

The total demand for office space is, accordingly, estimated at 
150 million square feet by 1980. 

The estimated cost of the 139 million square feet in larger build- 
ings is $22 per square foot, or $3,058,000,000, and for the smaller 
one- and two-story buildings $12 per square foot, or $132 million, 
making a total of $3,190,000,000. 

13. Pickard, op. cit., Table C, pp. 92, 93. 

14. Ibid., Table D, p. 95. 
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FAcToryY BUILDINGS 


The number of manufacturing employees in the United States, 
according to one estimate, will increase from 16,756,000 in 1955 to 
25,732,000 in 1975, a gain of approximately 9 million workers.’ In 
October, 1959, there were 16,168,000 manufacturing employees. On 
the assumption that there will be an increase of 9 million factory 
workers between 1960 and 1980 and that each worker requires 300 
square feet of building space, a total of 2.7 billion square feet of 
new factory space would be required. Industries are constantly 
moving to new locations and away from multistory buildings in cen- 
tral areas to one-story buildings in suburbs, so that, even without 
any additional factory workers, there would still be a demand for 
more factory buildings. The abandonment of old industrial proc- 
esses, which have made buildings especially designed to house them 
obsolete, and the development of new techniques have created a 
need for an ever increasing amount of new factory space. There is 
such a great variation in industrial processes in regard to the num- 
ber of square feet required per worker, in regard to equipment and 
machinery used, and in regard to plant construction costs that it is 
extremely difficult to make an average estimate of total industrial 
factory costs for the next twenty years. The rate of new factory 
building also fluctuates; certain industries have excess capacities, 
while others are in the process of growth. I am estimating that 3 
billion square feet of new factory space will be needed in the next 
twenty years, which, at an average cost of $12 per square foot 
would bring the total cost to $36 billion. 


Tota Estrmatep Costs oF NEw RETAIL STORES, FACTORIES, 
AND OFFICE BUILDINGS, 1960-80 


The total costs of the new retail stores, office buildings, and fac- 
tories required by the growth of population from 1960 to 1980 is 
estimated at $54.2 billion, distributed as shown in the accompanying 
table. 


Billions of 
Type of Use Dollars 
ee ee eee $15.0 
I oo al iow weed aeredts i 
Industrial buildings.................. 36.0 
» RE ee 54.2 


15. Production Trends in the United States through 1975 (Menlo Park, Calif.: Stan- 
ford Research Institute), Table 11. 
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This total figure of $54 billion by no means represents the total 
of non-residential construction. It does not include the cost of hotels, 
motels, and garages, as already pointed out, or farm buildings, public 
utility construction, public construction, maintenance, and repair of 
existing buildings. 

This estimate is subject to numerous qualification and depends 
upon the interaction of many factors, each of which would affect the 
final result. I have assumed that the metropolitan population would 
increase at the rates indicated; that the suburban movement will 
continue; that real family incomes will continue to rise; and that 
there will be no overbuilding of any type of use in excess of economic 
demand. There have been alternate periods of overbuilding and 
underbuilding. The rate of new shopping-center construction from 
1950 to 1956 was higher than could be sustained over a long period. 
In these estimates, I have assumed an average rate of new building 
required for the twenty-year period. 

The investment requirements of private residential construction 
will continue to constitute the major demand for private capital, 
and the other non-residential uses should not absorb any larger 
proportion of the total savings of the country in the next twenty 
years than they have in the past decade. 











CIVIC AND COMMUNITY CONSTRUCTION FOR 
THE NEXT TEN YEARS 


Mites L. CoLtEan 
Consultant, Washington, D.C. 


BETWEEN THE beginning of 1960 and the end of 1969, an invest- 
ment of nearly $290 billion (in 1959 dollars) will be called for in 
the broad class of construction, public or private, that serves the 
common needs of the community. Included are religious, educational, 
hospital and other institutional buildings, social and recreational 
facilities, public utilities, government administrative and _ service 
buildings, highways, sewer and water installations. The annual vol- 
ume will grow from around $22 billion in 1959 to something in the 
neighborhood of $35 billion in 1969. These and allied data are re- 
corded in Tables 1 and 2. 

The projection for the volume of community construction in 1969 
is based on the assumption that, in order to maintain an improve- 
ment in the standard of living at a rate no more than comparable 
to that experienced since the end of the war, we shall have to con- 
tinue to build community facilities in at least the same proportion 
to GNP as we have in the past. Actually, because of especially heavy 
increases in the need for certain types of facilities, such as utilities 
and highways, some advance in the relationship to GNP is inevitable 
and has been reflected in the projection. 

The estimate for GNP is again based on the assumption that, to 
maintain recent rates of improvement in living conditions, recent 
rates of growth must also be maintained. Over the past decade, 
GNP per capita (in constant dollars) has been advancing at a com- 
pound annual rate of 1.75 per cent. The continuance of this same 
rate, using the Census Bureau’s medium estimate for population 
growth, produces the figure of $680 billion GNP for 1969. 

To my mind these are conservative estimates, likely to be reduced 
only in the event of war or serious economic depression or stagna- 
tion. The chances favor a higher, rather than a lower, result. As an 
example of what might result from even moderate increases in the 
projection rates, a compound rate of 2 per cent rather than 1.75 
per cent in GNP per capita would produce a GNP in 1969 of nearly 
$695 billion and a volume of community construction, private and 
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TABLE 1 
COMMUNITY FACILITIES BUILDING EXPENDITURES OVER NEXT DECADE 
1958 1959 1960 1969 Per Cent 
(Millions (Millions (Millions (Millions Change 
of 1958 of 1959 of 1959 of 1959 1969 from 
Dollars) Dollars) Dollars) Dollars) 1959 
TOTAL COMMUNITY FACILITIES 
DE creo s a's eu'v ce Faces 20,754 22,005 22,700 34 ,800 58.1 
ema, ai ten 7,998 8,580 9,050 13 ,250 54.4 
) Religious....... ED 863 980 1,000 1,050 7.1 
Educational... 574 550 550 925 68.2 
Hospital and institutional... .. 600 570 600 900 57.9 
rest- Social and recreational....... 424 550 575 675 PS | 
, Miscellaneous building...... . 243 230 250 300 30.4 
rin Public utilities... ... 5,105 5,500 5,800 9,100 65.5 
the All other private community 
construction. 189 200 275 300 50.0 
nal, , Govern mentally financed, ‘total. 12,756 13 ,425 13 ,650 21,550 60.5 
onal Educational... . 2,875 2,600 2,700 4,425 70.2 
: Hospital and institutional. . 390 450 475 750 66.7 
vice Social and recreational..... 188 170 165 250 47.1 
vol- Administrative and service. . . 532 575 500 600 4.3 
Miscellaneous building. .... 260 305 285 375 23 .0 
the Highways.............. aa 5,900 5,900 9,850 66.9 
 re- Sewer and water.......... 1,387 1,450 1,550 2,625 81.0 
} Public service enterprises. . . 451 550 500 925 68 .2 
Conservation and development 1,019 1,200 1,300 1,450 20.8 
969 All other public community 
construction... aie 154 225 275 300 33.3 
ove- Combined totals bea ti Bat ore 
able Religious. . 863 980 1,000 1,050 7.1 
Educational. 3,449 3,150 3,250 5,350 69.8 
con- Hospital and institutional. . 990 1,020 1,075 1,650 61.8 
tion Social and recreational. . 612 720 740 925 28.5 
Administrative and service... . 532 575 500 600 4.3 
avy Utilities... . ae 7,962 8,700 9,150 14,100 62.1 
ti Highways. . 5,500 5,900 5,900 9,850 66.9 
ites Miscellaneous building 503 535 535 675 26.2 
able ) All other canned construc- 
tion. . o bes 343 425 550 600 41.2 
Gross NATIONAL PRODUCT.... 441,700 480,000 510,000 675,000 
y to | COMMUNITY BUILDING AS PER 
cent CENT OF GNP 
d Total*... 4.70 4.58 4.45 5.16 
ade, | Privately financed 1.81 1.79 La 1.96 
om- | Publicly financed 2.89 2.80 2.68 3.19 
ame Combined totals 
tion Religious. . . 0.20 0.20 0.20 0.16 
Educational 0.78 0.66 0.64 0.79 
Hospital and institutional 0.22 0.21 0.21 0.24 
iced Social and recreational 0.14 0.15 0.15 0.14 
Administrative and service 0.12 0.12 0.10 0.09 
sna- Utilities. . 1.80 1.81 1.79 2.09 
san | Highways i i 1.23 1.16 1.46 
Miscellaneous building 0.11 0.11 0.10 0.10 
the All other community con 
1.75 struction 0.08 0.09 0.11 0.09 
arly * Details may not add to totals because of rounding 
and 
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public, of $35.9 billion instead of $34.8 billion, using the 5.16 per 
cent relation to GNP. If, in addition, it can be assumed that such 
an increase in GNP would permit an increase to 5.3 per cent of the 
total going into community facilities, then the volume of community 
building would be increased by another $1 billion. 

Because of varying future demands and varying states of current 
progress in anticipating future needs, it is not to be expected that 
each category of community building will advance at the same rate 
as the total. Effort has to be made, therefore, to examine recent 
experience and progress against assumptions of future requirements 
for the major categories, to rebuild a total estimate on the basis of 
these separate subtotals, and, finally, to harmonize this with a total 
estimate arrived at on the basis previously described. An explana- 


TABLE 2 


EXPENDITURES FOR COMMUNITY FACILITIES BUILDING 
OVER DECADE 1960-69 
(Millions of 1959 Dollars) 


Aggregate 
Type of Building Expenditure 
Total community facilities building............ 287 , 500 
Privately financed, total............... itevertree ae 
EN i go ag 10,250 
en ee 7,375 
Hospital and institutional......... 5 anh Wow Ripe 7,506 
OCHA MTN POCTORSIOMOL, 6 ooo sec ccc cic cae vccesves 6,250 
Miscellaneous building. .....................06- 2,750 
SI Ea a Se a re 74,500 
All other private community construction........ 2,875 
Governmentally financed, total... ..........0.000000 176,000 
OO ae eee Liceioresne ee 
Hospital and institutional...................... 6,125 
Social and recreational............. ae ee Pe 2,075 
Administrative and service........ spapshletswaxtinatad 5,500 
Miscellaneous building. ...................... 3,300 
7 Se eee aes in. Zo 
BOWOT GI WHORE. oo icickcccesicceccees ig Soc ars 20,875 
Public service enterprises........... y ons Spies toralatck 7,125 
Conservation and development. ws cisnene eee 
All other public community construction......... 2,875 
Combined totals 
0 eee ee —T ae 10,250 
Educational. ............. ab hela ais iciotis dee 4 43,000 
Hospital and institutional......... eats 13,625 
Social and recreational..................... , 8,325 
Administrative and service........ ~ 5,500 
Is, he Sia oa win aimee’ « - 116,250 
SE oe ee eee labia an Sano Bai 78,750 
Miscellaneous building. . aa Boa a tte 6,050 


All other community construction............... 5,750 
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tion of the assumptions used in the calculations, reflected in Tables 
1 and 2, follows. 

Religious —That a considerable amount of catching up with ac- 
cumulated demand has occurred as a result of the unprecedented 
construction of religious buildings since World War II and that, in 
the future, activity is likely to follow fairly closely the increase in 
the population. 

Educational.—That by 1969 we shall be facing another wave of 
demand for increased primary-school facilities before we have fully 
caught up with needs for secondary and higher educational build- 
ings; that the volume of private, including religious, school facilities 
will expand at an increasing rate; and that the volume of building 
for research and other special purposes will be much greater than 
in the past. 

Hospital and institutional—That, based on current estimates of 
need, construction in these categories has been lagging; that, with 
increasing urbanization, needs will continue to grow and, with in- 
creasing incomes, the ability to pay for better care and treatment 
will also grow; that continued broadening of the borders of medical 
knowledge and skill will in itself create new demands for structures. 

Social and recreational——That the increasing amount of leisure 
time, the growing capacity to enjoy leisure, and the particularly large 
increases in the numbers of the population in both the youthful and 
elderly ranges, where demands for recreational facilities are prob- 
ably the greatest, will produce a demand for structures in excess of 
population growth. 

Administrative and service —That this category solely of govern- 
ment building will reflect the continued growth of government ac- 
tivity in response to both population increase and expansion of 
government functions. 

Utilities —That continued growth in population and industrial 
activity and the ever mounting fruits of research will add to the 
demands for power; that enormous unmet requirements exist for 
water and sewage-treatment facilities and that these demands will 
continue to grow; that new advances will be made in facilities for 
moving goods by pipeline and conveyor. 

Highways.—That by 1969 the now still lagging highway program 
will have fully hit its expected stride. 

These are the assumptions that underlie the estimates of com- 
munity facilities building expenditures in Tables 1 and 2. 











OUTLOOK FOR CAPITAL AND 
MONEY MARKETS 


THE PROSPECTS FOR FEDERAL RESERVE POLICY* 


HAROLD BARGER 


Columbia University 


My Topic Is the outlook for Federal Reserve policy in 1960. Will 
money remain tight, become easy again as the year advances, or 
get even tighter? 

Let us, first of all, agree that the Federal Reserve System has 
almost complete control over the level of interest rates, although it 
may not always be able to govern the relationship between short- 
term and long-term interest rates. When the Treasury cannot bor- 
row in the bond market, because of the 4} per cent ceiling imposed 
by Congress, it must borrow short. This, of course, distorts the 
yield curve. Yet if the differentials between the rates are not entirely 
under the control of the system, the level of rates—whether money 
in general is easy or tight—and the volume of bank reserves are 
uniquely the consequence of the system’s operations. 

What considerations, then, will influence the Reserve System dur- 
ing the coming months? Statements by Reserve officials and policy 
actions during recent years make it clear that two principal pres- 
sures operate. On the one hand, the system feels a responsibility for 
employment levels; on the other, it is concerned for commodity 
prices. 

Despite the rapid recovery from the recession of 1958, unem- 
ployment is still around 3 million. But this includes persons changing 
their jobs; pockets of unemployment where industry has ebbed away; 
and a group of persons who are handicapped, psychologically or in 
other ways, and are not really employable. None of these types of 
unemployment will yield to monetary policy. We may conclude that 
3 million is not far above the practical minimum as viewed by the 
monetary authorities. It seems, therefore, that the Federal Reserve 

* This paper by Harold Barger and the following papers by Robert Moore Fisher, 
Norris O. Johnson, Roy L. Reierson, and Beryl W. Sprinkel were presented at a meeting 


of the American Finance Association in Washington, D.C., on December 28, 1959. The 
program was under the chairmanship of B. Haggott Beckhart, Columbia University 
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System is not likely to feel pressed to ease money on grounds of 
employment. 

Wholesale commodity prices have been fairly stable: a rise in 
some industrial prices has been offset by a decline in farm prices. 
On the other hand, the consumer price index has been edging steadi- 
ly upward at a rate of 1 or 2 per cent a year. Recent and future 
price increases may be the result of the cost-push. We do not yet 
know how inflationary the recent steel settlement may prove to be. 
The Federal Reserve System no doubt realizes that its ability to 
fight cost inflation by monetary policy is extremely limited. On the 
other hand, the system will certainly wish to avoid additional in- 
flationary impulses from the side of demand. It looks here too, there- 
fore, as if pressures would operate against easier money in coming 
months. 

Not so long ago the two factors discussed—the employment sit- 
uation and commodity prices—would have exhausted the pressures 
operating on monetary policy. Now, however, we are faced with a 
steady outflow of gold at the rate of $1 or $2 billion a year. We 
have to go back almost thirty years for the last occasion on which 
the gold situation could influence domestic monetary policy. Of 
course, we still have $7 billion of free gold. The remaining $11 bil- 
lion of our monetary gold stock is tied up by the obsolete regulation 
that Federal Reserve liabilities shall be covered up to 25 percent by 
gold certificates. If this requirement is repealed, as Mr. Reierson 
has suggested, we are even further from running out of gold. Yet 
the outlook for the United States balance of payments is obscure. 
Reserve officials are likely to feel that the gold situation is an en- 
couragement to tighter rather than easier money. 

I have said nothing about prospective demands for credit. Yet the 
pace of the recovery in business has been rapid. After the steel 
strike settlement a general rebuilding of inventories will no doubt 
require additional bank credit. The outlook is therefore toward 
more, rather than fewer, demands upon the money market. 

You will have observed that none of the various factors I have 
discussed points toward easier money. I would conclude that money 
will remain tight in 1960. Indeed, if some of the possibilities men- 
tioned should eventuate, it may get even tighter. 








OUTLOOK FOR MORTGAGE MARKETS 


RoBERT Moore FIsHER* 
Board of Governors of the Federal Reserve System 


IN A CARTOON that appeared not long ago in a Washington news- 
paper, a prospective home buyer was saying to his wife: “If we 
could only get a bigger mortgage, we could afford to buy a larger 
house.” 

The postwar demand for bigger, if not better, mortgage loans and 
for borrowed as against equity funds has increasingly discredited 
the conventional wisdom of the Book of Ecclesiasticus, where it is 
written: “He that buildeth his house with other men’s money is like 
one that gathereth himself stones for the tomb of his burial.” Today 
this saying might be more appropriately phrased: “He that buyeth 
his house with other men’s money maketh the most of his federal 
income tax deductions while increasing the contingent liabilities of 
that same federal government which underwrote the loan or insured 
the shares or deposits from which the funds flowed.” 

This year, demands for “other men’s money” to help finance real 
estate construction and market activity have been unprecedented. 
Although mortgage markets have tightened, lending has proceeded 
at record rates, and total mortgage debt outstanding has grown by 
about 11 per cent in a record amount approximating $19 billion. 

Despite signs that we have moved somewhat further this year 
toward a buyer’s market from the seller’s market that has char- 
acterized the postwar period, the immediate question remains, as it 
has since World War II, as to exactly where other men’s money will 
come from and in what amounts. The supply of credit, rather than 
demand for it, is likely to continue to be a strategic factor in coming 
months. 

It has often been pointed out that throughout the postwar years 
net flows of funds into mortgages have consistently exceeded net 
flows into any other type of long-term capital investment. Indeed, 
as recently as in 1955 and 1956 as well as in 1959, mortgages ab- 
sorbed more than two-fifths of total net long-term funds placed in 


* This paper expresses the author’s views and does not necessarily represent the views 
of the Board of Governors. 
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mortgages, corporate securities, and federal and municipal long-term 
obligations. 

A closer look at net mortgage flows over the decade, however, 
reveals some varied trends. Between 1950 and 1959, for example, 
total mortgage debt outstanding more than doubled by expanding 
about $128 billion. In the first five years of the decade it increased 
by $51 billion; in the second half, by $77 billion. From 1955 through 
1959, in other words, net flows of funds into all types of mortgages 
were $26 billion, or 50 per cent greater than they were in the first 
half of the decade. 

Nearly half this $26 billion gain in the second half of the decade 
was accounted for by additional net mortgage acquisitions by savings 
and loan associations, one-third by additional net acquisitions by 
federal agencies and individuals and others, and only one-sixth by 
additional net acquisitions by banks and life insurance companies. 

In accounting for almost half the $26 billion increase in net flows 
into mortgages, savings and loan associations nearly doubled their 
net acquisitions of mortgages in the period 1955-59 as compared 
with 1950-54. They took nearly three times as much more mortgage 
debt in the second half of the decade as all banks and life insurance 
companies did. 

With some truth—and a good deal of exaggeration—one might 
conclude that in recent years “as the savings and loans went, so 
went the mortgage market.” While this considerably overstates the 
situation even in residential markets, it does emphasize the relevance 
of current questions concerning possible changes in inflows of sav- 
ings and borrowed funds as well as in federal tax laws, not to men- 
tion the soundness of present lending and borrowing practices of 
various private financial institutions. 

Although the net amount of funds that flowed into mortgages 
was 50 per cent greater in the second half of this decade than in the 
first half, the number of credit transactions was probably no more 
than 15-20 per cent greater, judging from mortgage recordings data 
and from estimated dwelling completions and home sales involving 
the use of credit. A relatively small portion of the $26 billion ad- 
ditional net flow, in other words, was accounted for by a larger 
number of transactions. Much of it went for larger average loan 
amounts. 

On single-family houses with newly made FHA-insured or VA- 
guaranteed mortgages, for example, the average amount of loan rose 
between 1950 and 1958 by two-thirds on existing properties and by 
even more on new and proposed units. The upward trend in average 
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loan amount reflected an increase of from 4 to 7 per cent per year 
in the average purchase price of such homes and an increase in 
average loan-to-value ratios from about 76 per cent in 1950 to over 
90 per cent in 1958. For a sample of conventional home loans closed 
by insured savings and loan associations, the average amount of 
loan rose between 1950 and 1958 by over 70 per cent. This upward 
trend reflected an increase of over 54 per cent per year in the average 
purchase price of homes with such mortgages and an increase in 
average loan-to-value ratios from about 58 per cent in 1950 toa 
postwar high of 64 per cent in 1958. 

These increases in average loan amounts probably reflect, to some 
extent, a general upgrading of house purchases. But they also are 
due to the inflationary trend toward higher house prices and to the 
upward trend in loan-to-value ratios, chiefly on federally under- 
written mortgages. 

It is interesting to speculate how much easier residential mortgage 
markets might be today if prices of comparable mortgaged houses 
had not risen or if mortgage loans were still being made on the same 
down-payment ratios as in 1950. This may be illustrated roughly by 
comparing the number and amount of home purchases involving 
credit in 1950 and 1959. Compared with the first half of 1950, the 
number of credit purchases of one- and two-family houses in the first 
half of 1959, according to Federal Reserve estimates, was about 30 
per cent larger, but the amount of credit required to finance these 
transactions was more than twice as large. In other words, for every 
100 transactions financed under terms prevailing in the first half of 
1959, about 164 transactions, or two-thirds more, could conceivably 
have been financed if terms and prices had not changed since 1950. 
It would probably have taken only $7.7 billion rather than $12.6 
billion in mortgage credit to finance them. 

Besides the postwar trend toward larger average loan amounts as- 
sociated with higher property prices and larger loan-to-value ratios, 
additional pressures on mortgage markets have arisen from a length- 
ening of average loan maturities. Average maturities on mortgage 
loans insured by the FHA on transactions involving new and pro- 
posed one-family houses, for example, lengthened by nearly one- 
eighth from 1950 to 1958. On existing one-family houses, they 
lengthened by almost one-fifth. 

Any lengthening of maturities, of course, reduces the annual rate 
at which principal is repaid upon amortized loans. This, in turn, 
tends to diminish the rate at which internal savings are generated 
and hence become available for relending. Take the case of FHA- 
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insured loans on existing houses—whose average physical area var- 
ied little between 1950 and 1958—and assume that such mortgages 
are amortized on schedule. With no change in interest rates, the in- 
crease that occurred in the average maturity of a $1,000 loan from 
twenty years in 1950 to twenty-four years in 1958 would have the 
effect of reducing the amount of principal repaid by the end of five 
years by nearly one-fourth. If the rise from 1950 to 1958 in average 
interest rates from 4} to 5} per cent is also taken into account, the 
total effect of the increase in both average maturity and interest 
rates would have reduced the amount of principal repaid by the end 
of five years by one-third, or from $177 to $119 per $1,000 extended. 

The net result of increases in average loan amounts as well as in 
maturities and interest rates on existing one-family home mortgage 
transactions insured by FHA between 1950 and 1958 would have 
brought about an even greater drop in the rate of savings through 
principal repayments realized by the end of five years. To finance 
one average FHA-insured mortgage transaction in 1950 on an exist- 
ing one-family house involved a loan of $6,801 with a twenty-year 
term and a 4} per cent interest rate. In 1958 an existing house of 
about the same size took an FHA-insured loan of $11,325 with a 
twenty-four-year term and 5} per cent interest rate. While the 
amount of credit extended per transaction was two-thirds greater in 
1958 than in 1950, the amount repaid after five years per $1,000 
loaned would be one-third less, and the amount still outstanding 
after five years per average transaction would be 78 per cent greater. 

The general liberalization of mortgage loan-to-value ratios and 
maturities, particularly on federally underwritten loans, has un- 
doubtedly tended to encourage a higher rate of borrowing. Simul- 
taneously, however, it has reduced the annual rate of internal sav- 
ings through amortization, which would help to meet the increased 
demand for borrowed funds. All this has occurred during a period 
characterized by a tight but loosening real estate market faced by 
competing demands for a relatively limited amount of available 
space by consumers with rising real incomes. This suggests, as oth- 
ers have also pointed out, that part of the increased flow of funds 
into mortgages may have been absorbed through being capitalized in 
higher prices rather than either by stimulating a greater volume of 
transactions than might otherwise have occurred or by effecting 
some improvement in the average quality of properties traded. 

It seems somewhat ironical, too, that, on houses with federally 
underwritten mortgages where credit liberalization has been great- 
est, average prices may have risen more than on other comparable 
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houses and thus have reinforced the demand for borrowed funds in 
a sector of the market most sensitive to changes in the supply of 
credit. To some extent, at least, liberalization of going terms on fed- 
erally underwritten mortgages, coupled with their fixed interest rates, 
has been self-defeating by increasing the marginal nature of these 
loans in the view of the very lenders who have put the liberalized 
terms into effect. This, in turn, has tended to necessitate the inter- 
vention of another federal agency—the Federal National Mortgage 
Association—to help support the market for such loans. 

All these considerations suggest that the demand for external 
mortgage funds is not likely to slacken soon, considering the past 
trend toward larger average loan amounts and longer maturities. 
Consumers undoubtedly will try to make the most of the advice of 
Artemus Ward, who said: “Let us all be happy and live within our 
means, even if we have to borrow the money to do it with.” 

In the period immediately ahead, the problem of supplying “other 
men’s money” will probably remain uppermost, in view of heavy 
competing demands for long-term funds. Even so, the outlook for 
mortgage markets, assuming that past trends are maintained, seems 
at first glance ever upward. If total mortgage debt outstanding 
merely holds its present pace and increases as much in the future as it 
has in the recent past, it will likely exceed $300 billion by the end of 
1967, only eight years from now. 
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OUTLOOK FOR THE SHORT-TERM MONEY MARKET 


Norris O. JOHNSON 
First National City Bank of New York 


ONE CAN OFFER an unqualified forecast that 1960 will be a year of 
unprecedented activity in Treasury bills and other short-term money- 
market instruments. From all that I can see, the outstanding supply 
of money-market paper will average higher than ever before and 
likewise the interest rates at which they are sold and traded. 

Short-term money is an ephemeral thing, here today and matured 
tomorrow. In the background of the extreme rate fluctuations in the 
market over the last two years it would take a bold man to try to 
mark out a pattern of movement as we enter 1960. But it is a good 
intellectual exercise to try. 

Treasury bill yields, as determined in the weekly auctions, are 
the skittish leader of the short-term money market. In volume, these 
bills account for the main bulk of trading in money-market in- 
struments. So, for simplicity, let me speak of bill yvields—9 1-day bill 
yields—as the central figure on the stage. 

The normal experience is for money to ease in January and to 
some degree in February. The most familiar cause is the return flow 
of $1 billion or more currency into the banks. But this influence is 
largely canceled by Federal Reserve sales or runoffs of bills. The 
effective force driving bill yields down in January is not bank buying 
out of gains in reserves and deposits. It is the buying of bills by 
non-financial corporations using (@) excess cash accumulated in 
dressing up year-end balance sheets and (b) gain of cash from tax 
reserve accumulation and seasonal inventory reduction. The bills 
which corporations buy are supplied by the Federal Reserve, by 
banks suffering losses of corporate deposits, and by dealers who 
stock up heavily in anticipation of the January demands. The 
normal thing is for bill yields to decline in February and then to 
rise up to the March tax date, when corporate bill holdings (includ- 
ing tax-anticipation issues) are so sharply reduced as to make a re- 
duction in corporate bill holdings for the first quarter as a whole. 

The second-quarter pattern is rather like the first, with a similar 
reduction in holdings for the quarter as a whole. March and June 
are the heaviest tax-payment months for corporations. During the 
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third quarter, corporations normally accumulate more bills in July 
and August than they dispose of in September. The fourth quarter— 
modified by year-end window dressing and seasonal pressures on 
banks—is much the same. 

It is all a logical pattern. But, more basically, it is the business 
situation that will determine yield movements over the year. 

Apart from our domestic business situation, we should not fail to 
note that world-wide currents are flowing toward firmer money con- 
ditions. Since the restoration of convertibility to major European 
currencies, we have begun to live again in an international money 
market where many foreign currencies are regarded as equivalents 
for dollars. We have more than $16 billion of liabilities to foreigners 
on short-term account (plus $3 billion to international institutions) 


TABLE 1 


INCREASE IN OUTSTANDING TREASURY BILLS, 1959 
(In Billions of Dollars) 





Redemp- Net Outstanding 
Issues tions Change Dec. 28, 1959 
91-day issues. . ioataescapde eter $ 63.6 $71.6 —$8.0 $14.8 
Tax-anticipation bills.............. 9.0 6.0 + 3.0 6.0 
Special bills. hcp anaes ane wae ea re at: tet 
182-day issues (first introduced in De- 
cember, 1958). . re ig 22.0 12.4 + 9.6 10.8 
**‘Long” bills (first introduced in April, 
1959). pa nated wan clare 8.0 saiees + 8.0 8.0 
Total sn Same tea ewes 102.6 92.7 +99 39.6 


and have lost some of our freedom to steer an independent course. 
Booming conditions in Europe are bringing wage-price pressures 
and advances in money rates and bond yields. This trend fortifies 
expectations of tight conditions here, as far as we can see. 

Now we need to turn to the constructive side of the equation. The 
Treasury should have a cash surplus in the first half to cover the $6 
billion of tax-anticipation bills maturing in March and June. Cash 
borrowings will be needed to cover redemptions of savings bonds and 
attrition on refundings. But the situation is far better than it was in 
the first half of 1959, when there was no cash surplus and $6.6 billion 
of the first-half revenues had been committed to redeeming tax- 
anticipation securities. 

It might be worth analyzing the increase in outstanding United 
States Treasury bills during 1959, as shown in Table 1. 

There is some thinking that, except perhaps in the special case 
of tax-anticipation bills, the Treasury is approaching the practical 
limits of underwriting capacity when it offers for sale as much as 
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$2 billion Treasury bills on any one day. At least this consideration 
was apparently influential in the decision, first, to introduce the 
182-day bills and, second, to introduce the long bills. The long-bill 
program has been completed, and, as of this date (December 28, 
1959), there is outstanding in this cycle $2 billion each of bills due 
January 15, April 15, July 15, and October 17, 1960. 

The weekly 91-day and 182-day bill auctions, to raise money to 
pay off maturing issues, run from $1.4 billion in some weeks to $1.6 
billion in others. There is believed to be some reserve borrowing 
capacity in the possibility of increasing the total of weekly issues. 
Tax-anticipation borrowing can be repeated. But there are so many 
Treasury bills around that the market is congested and money costs 
have risen. Indeed, money cost to the Treasury, if computed on a 
bond equivalent basis, touched 5.18 per cent on the 182-day bills 
dated December 10. 

I cannot resist a slight further digression into the subject of fed- 
eral debt management. The point of view has been expressed that, 
when money is tight, the Treasury should avoid bond offerings 
which would involve high money costs for years to come and should 
borrow on bills. Though bills might involve even higher money rates 
for a short period, the higher money costs would not last. This is a 
plausible businessman’s approach. But it is not without some serious 
faults. Since the Treasury is already a tremendous borrower in the 
money market, increased money costs incurred as a result of in- 
creased bill issues apply not only to new money raised but also to 
the far greater quantity of bills sold to roll over maturities. Further, 
bill financing feeds inflationary sentiment and, creating resistance 
to interest-bearing instruments of all types, can have a general rate- 
raising influence. 

Where else can the Treasury go for money? The bond market— 
which means over five years—is unavailable until Congress acts. 
Fortunately, there is the intermediate area of four- and five-year 
notes where 5 per cent has opened a rich stratum of demand. It has 
been an eye-opener to the professionals: the small-order, so-called 
retail demand for $5 and $10 thousand denominations. It takes a 
lot of such buying to add up to real money. But it does. 

The question being asked in the market today is whether the 
potential demand for 5 per cent Treasury notes will cover Treasury 
needs for money. I have always had faith in the expansibility of 
markets with higher rates, at least under reasonably stable general 
fiscal conditions. But the answer in this case requires some co- 
operation from the Congress, holding back expenditures and hence 
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bill financing and permitting bond financing. The 5 per cent market 
is too good to be spoiled by being overworked. 

It should be needless to point out, in this city of Washington, that 
money rates also have some political implications. One frequently 
hears the forecast that money should be easy, and certainly not very 
tight, because 1960 is a national election year. It is strange what a 
hold this doctrine has. I remember people saying it in 1956, not to 
mention 1952 and 1948. During World War II, 91-day Treasury bill 
yields were pegged at 2 per cent. In each presidential year since 
then, 91-day Treasury bills have moved up through the next whole 
number. In 1948, 91-day bill yields first pierced 1 per cent; in 1952, 
2 per cent; in 1956, 3 per cent. 

Two years ago, speaking at New York University, I mentioned 
this record and suggested that 91-day bill yields were due to pass 
4 per cent in 1960, with the qualification that, since we had entered 
the “space age” where time tends to be collapsed, what is due in 
1960 could possibly appear in 1959, though not in 1958. We made it 
in 1959, on the 91-day bills dated September 17, which went at 
average yields of 4.17 per cent. In December we moved up as high 
as 4.67 per cent on 91-day issues. 

There is the further fascinating question, whether money rates 
may not figure prominently in the election campaign, with one party 
promising to restore cheap (they do not say depreciating) money. 
My only comment on this is that the last time a political party in 
North America made this sort of promise and won an election—it 
was the Conservatives in Canada—money rates before too long 
clambered to previously unscaled heights. 
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THE CHANGING CAPITAL MARKETS 


Roy L. REIERSON 
Bankers Trust Company 


THE BOND AND money markets have behind them one of the most 
strenuous years in modern financial history. With industrial produc- 
tion at a new high and with home building registering a banner year, 
demands for credit and investment funds in 1959 added up to a new 
record. In addition, the markets were called upon to finance a rise in 
the Treasury debt unsurpassed in peacetime years and to absorb 
substantial liquidation of Treasury securities by commercial banks 
seeking to raise funds with which to meet the greatly increased re- 
quirements for loans. This achievement was possible because inter- 
est rates, which many had been relegating to the attic of outworn 
regulators of the market place, were permitted to advance freely in 
response to the huge demands for funds and to attract investors not 
only into bonds and mortgages but also into a tremendous volume of 
Treasury securities of relatively short maturity. 

Although the pressures in 1959 were unusually intense, the devel- 
opments of the past year have been generally typical of basic forces 
at work in the capital markets ever since the American economy 
emerged from World War II, some of which have accelerated in the 
course of the 1950’s. These underlying forces include an increasing 
demand for capital, a rising but inadequate volume of saving, a 
dwindling market for government obligations among permanent in- 
vestors, and a growing preference for equities in place of fixed-in- 
come securities. All this has been reflected in a basically firm trend 
of interest rates over the past decade as a whole. With the new year 
opening on a strong note and all signs pointing to further and vigor- 
ous economic expansion, these pressures must be expected to con- 
tinue to shape the climate of the capital markets for a sustained 
period ahead. 


GROWING DEMANDS FOR FUNDs 


A cardinal feature of our economy since World War II has been a 
generally high and rising level of investment activity. In the early 
postwar years this reflected to a considerable degree the working-off 
of investment backlogs of all kinds inherited from the long period 
of depression and war. In addition, however, a relatively high rate 
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of investment has been required to support a rapidly growing popu- 
lation, together with the insistent demands for more and better hous- 
ing, more public facilities, and other appurtenances of a high and 
rising standard of living. Business investment in plant and equip- 
ment, stimulated by active consumer buying, has been given further 
impetus by the increasing cost of labor and the scarcity of skilled 
workers which put a premium upon the installation of laborsaving 
equipment of all kinds. 

Also, investment outlays have been importantly enhanced as a re- 
sult of government actions which have progressively liberalized the 
standards for borrowing under federal insurance or guaranty pro- 
grams. Such programs are most prominent in the field of home 
building but have been gradually extended to include a variety of 
other activities, such as shipbuilding, small business, and urban re- 
newal. All this has placed demands for capital under forced draft. 
And, in addition, requirements for investment financing have been 
inflated by the particularly rapid advances in land and construction 
costs and the prices of machinery and other capital goods. 

Finally, the federal government has contributed to the pressure of 
demands in the market place as a result of its inability to achieve a 
cyclically balanced budget and to halt the persistent rise in the pub- 
lic debt. Recession-caused budget deficits have been huge and ever 
increasing, while surpluses, if any, during periods of business expan- 
sion and boom have generally been nominal. The bulk of the rise in 
the debt in the postwar years has been in the form of short-term 
marketable securities, but the investment markets, as a result, al- 
most always have faced an overhang of Treasury requirements ei- 
ther for new money or for the funding into long-term debt of at least 
part of the increased volume of maturing issues. 


SHIFTS IN SAVINGS FLow 


The flow of funds to savings and investing institutions since the 
beginning of the postwar era has not kept pace with the sharply ex- 
panding demands for investment funds. The assets of these institu- 
tions in the aggregate have increased about in step with, or perhaps 
even slightly ahead of, the growth of GNP, but this pace has been 
inadequate to cover the financing requirements of new public works, 
home building, and business investment of all kinds. As a result, a 
shortage of savings, relative to investment demands, has become a 
chronic feature of our capital markets, and bank credit has repeat- 
edly been called upon to substitute for savings. 
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Not all sectors of the market have been equally affected, however. 
The past decade has witnessed a gradual, but pronounced, shift in 
the flow of funds among the various classes of savings and investing 
institutions, and investment policies, too, have undergone far-reach- 
ing changes. All this has given a new look to the capital markets, 
quite different from its complexion in the late forties. 

One prominent feature has been the dynamic expansion of the 
savings and loan associations, which, among all the savings institu- 
tions, have the most striking record of growth. They have become 
the largest single institutional source of funds to the capital markets, 
with the great bulk of their accumulation going into real estate 
mortgages. The corporate pension funds and the retirement funds of 
state and local governments have also been growing rapidly, as have 
the investment companies. Although the annual increase in the inflow 
of funds to the latter group is still small relative to the capital 
markets as a whole, there has been a distinct upsurge, especially in 
recent years, with a large share of the new money going into equities. 

For the two classes of institutional investors that had dominated 
the investment markets in earlier days—the life insurance com- 
panies and the mutual savings banks—the rate of growth has slack- 
ened distinctly in recent years. The former continue to add to their 
assets almost independently of the business climate, but at a de- 
clining pace. The latter have been gaining deposits fairly rapidly 
when business sags but are slow to expand when business is rising. 


NEw INVESTMENT PATTERNS 


These shifts in the importance of various classes of institutional 
investors, together with new trends in investment policies, have led 
to significant changes in the allocation of funds. The flow into mort- 
gages has increased. Moreover, there has been a decided increase in 
the preference for equity securities among institutional investors and 
a steady decline in their holdings of federal government obligations. 

The movement of funds into mortgages has been expedited by the 
vigorous growth of the savings and loan associations, and this has 
more than offset the comparatively unfavorable performance of 
such traditional mortgage investors as the life insurance companies 
and the savings banks. Then, too, corporate pension funds and state 
and local government retirement funds are gradually moving into 
mortgages, and, while the amounts are small, the trend is unmistak- 
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ably upward. Finally, but very importantly, the commercial banks 
tend to step up their mortgage acquisitions sharply in periods of 
easy credit, as in 1954 and 1958. 

Portfolio policies, in regard to the holding of corporate bonds, 
have also changed, on balance, probably to the disadvantage of 
corporate borrowers. The corporate pension funds, which until re- 
cent years invested predominantly in corporate debt securities, have 
switched increasingly to equities, and the slower growth of the life 
insurance companies over the years has further diminished the 
support to the corporate-bond market from these buyers. Only a 
partial offset has been provided by the greater emphasis upon cor- 
porate obligations on the part of state and local government retire- 
ment funds, many of which have broken away from their earlier 
policies of investing exclusively in Treasury and other governmental 
obligations. 

The market for tax-exempts, while still largely dominated by in- 
dividual investors, has also been affected by the institutional changes 
of the past decade or so. The fire and casualty insurance companies 
have increased their buying of state and local government obliga- 
tions, while the rapidly expanding public retirement funds have re- 
duced theirs. The life insurance companies and the savings banks, 
on the other hand, have been only sporadically interested in these 
securities, although the buying interest of the former has been stim- 
ulated by the changes in the tax laws in 1959. As in the case of 
mortgages, the commercial banks have substantially added to their 
municipal portfolios during periods of slack loan demand and easy 
credit, thereby taking pressures off the investment markets, at least 
intermittently, over the period as a whole. 

While the markets for private debt obligations have been char- 
acterized by cross-currents, the decline of investment interest in 
Treasury securities among the savings and investing institutions has 
been both widespread and persistent. With other investments avail- 
able in abundance at increasingly attractive yields, the life insurance 
companies and mutual savings banks have over the years reduced 
their government security holdings very substantially, in some in- 
stances to what are regarded as rock-bottom levels, and the cor- 
porate pension funds also have been more often sellers than buyers 
in recent years. Public retirement funds have continued to buy 
Treasury issues, but at a slower pace. Only the savings and loan 
associations, among the important types of institutions, have re- 
mained active buyers of government obligations to keep their re- 
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serves of such securities in step with their rapid deposit growth, but 
their purchases have been relatively moderate. 

In recent years, finally, there have been growing indications of 
a further shift in investment practices which could have far-reaching 
significance. This is the increasing preference for equity securities. 
One sign is the rapid growth of investment companies; another is 
the fact that the corporate pension funds are now investing about 50 
per cent of their annual increase in funds in equities, contrasted with 
only about 20 per cent of a considerably lower amount some ten 
years ago. Other institutions, particularly the life insurance com- 
panies and the savings banks, have also evidenced greater interest 
in common stocks, but the amounts involved are still quite small. 
Nevertheless, perhaps one-seventh of the total flow of funds into 
savings-investing institutions (including investment companies) is 
now being placed in equities, compared with approximately one- 
tenth as recently as half a decade ago. 


THE IMPACT ON YIELDS 


These basic trends in the capital markets—a shortage of savings, 
reduced investment interest in corporate bonds, increased attention 
to mortgages and equities, and the erosion of the market for Treas- 
ury securities among long-term investors—have led, not surprisingly, 
to a rising trend of bond yields and other interest rates. It is ap- 
parent, in retrospect, that bond yields have been rising ever since 
1946. Each expansion of business activity pushed yields to new 
highs, and the reversal of the trend in economic recessions did not 
return yields to their previous lows. At the close of 1959, in con- 
sequence, bond yields and virtually all other interest rates were the 
highest in over a quarter-century. 

Contributing to higher interest rates, especially in recent years, 
has been the fact that the Treasury, in its new borrowings and its 
refinancing operations, has needed to rely increasingly upon rela- 
tively short-term holders, such as the commercial banks, in periods 
when credit was easy and loan demands were slack, and otherwise 
upon business corporations, foreign investors, and, to a limited 
extent, individual buyers of Treasury issues. These groups typically 
lack the broad and steady inflow of funds characteristic of savings 
institutions; consequently, they require the inducement of attractive 
yields if they are to purchase or hold significantly larger amounts of 
Treasury obligations than would otherwise be the case. The con- 
tinuation of the statutory 44 per cent interest-rate ceiling in 1959, 
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of course, intensified this dependence of the Treasury upon the 
shorter end of the market. It is not surprising, therefore, that the 
upward pressures on interest rates were strongest in this sector. 

Another disturbing development in the capital markets in recent 
years has been the growth of an inflationary psychology. Assuredly, 
to the extent that the greater investment preference for common 
stocks as against fixed-income securities represents a solid broaden- 
ing of the ownership of American enterprise, it is an encouraging 
and constructive trend. Not all the increased demand for stocks, 
however, has been motivated by faith in the long-term growth of 
business and a conscious willingness to assume greater risks in re- 
turn for higher yields. Instead, there is evidence that some funds 
have been diverted from bonds into stocks by inflationary fears and 
the search for an inflation hedge. Many investors have come to re- 
gard the inflationary threat to bonds as a greater investment risk 
than that posed by cyclical instability and other hazards to funds 
placed in common stocks. Other investors are insisting upon higher 
bond yields to offset the encroachment of inflation upon the pur- 
chasing power of interest and principal over the years. The result 
has been a further push toward higher rates. 

Even so, however, current rates and yields are not abnormally 
high in historical perspective. Corporate-bond yields, for example, 
are no higher today than in 1928, when yields had about reached 
the bottom of their long decline from the peaks of the early twenties. 
Moreover, because of the greatly increased income tax rates, the 
net cost of funds to borrowers today is substantially below that of 
earlier years of active and expanding business. 

Income taxes have also greatly reduced the return on individual 
savings from what they were before the great depression. Yields on 
tax-exempt obligations are lower than in the twenties, and, while the 
return on Treasury bonds today is higher than in the latter half of 
the twenties, it must be noted that Treasury obligations then enjoyed 
tax advantages which have since been eliminated, so that the Treas- 
ury is now competing with other borrowers on more equal terms. 
In fact, since the Treasury, through insurance and guaranty pro- 
grams, has pledged its credit in support of a huge volume of private 
debt at generally higher interest rates than prevail on direct gov- 
ernment obligations, this competition for funds is far keener than is 
apparent on the surface. 





he 
he 


nt 





The Changing Capital Markets 295 


IMPLICATIONS FOR 1960 


The expansive economic environment in sight for 1960 makes it 
reasonable to conclude that the basic trends at work in the capital 
markets over the last ten years and more will continue to affect 
market conditions in the year ahead. 

Demands for funds are likely to exert fairly persistent pressure 
in the credit markets in 1960. The prospects for a good automobile 
year, renewed inventory accumulation, and rising business expendi- 
tures for new plant and equipment, together with large outlays on 
public facilities, all seem to presage additional strong borrowing de- 
mands. Residential mortgage debt will probably increase less than 
in 1959, but, since the flow of funds available to the institutions in- 
vesting primarily in mortgages is also likely to decline, this will not, 
on balance, provide much relief to the investment markets. 

Actually, there is a likelihood that the gap between investment 
requirements and savings flow will widen further in 1960, as has 
been the case in past periods of economic expansion. With the signs 
pointing to a high and rising level of consumer spending at least 
through a good part of the year ahead, it is quite possible that the 
funds accruing to the savings and investing institutions in 1960 will 
total no more than in 1959. 

Although the Treasury will not have to finance a deficit, its debt- 
management problems are still serious. It should be kept in mind 
that much of the huge deficits of the last two years was not financed 
by permanent investors but was covered through placing debt with 
short-term holders, some of which are likely to liquidate their gov- 
ernment securities in order to finance other expenditures. Thus the 
Treasury continues to face a large and growing refinancing problem. 

Indeed, the magnitudes involved are becoming increasingly seri- 
ous. Treasury marketable debt maturing in 1 year or less rose by 
about $7 billion in 1959, to set a new record of nearly $80 billion 
at the end of the year. In the course of 1960 an additional $20 billion 
will have moved into this maturity range. Furthermore, at the start 
of 1960 some 75 per cent of the federal debt was due within five 
years, and, unless the Treasury during 1960 is able to issue some 
long-term securities, the proportion will rise to about 80 per cent by 
the end of the year. The problem of preventing a progressive short- 
ening of the Treasury debt is thus becoming increasingly urgent, and 
this could well affect market conditions and expectations in the year 
ahead. 
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These trends and prospects thus provide no ground for expecting 
any sustained easing of bond yields and interest rates in 1960, at 
least so long as business confidence remains high and economic ex- 
pansion continues. In fact, it seems reasonable to expect bond yields 
to average higher in 1960 than in 1959, and short-term rates may 
rise to new peaks for the current business cycle. 


THE CRUCIAL IssuE 


The prospect that the basic problems which have been affecting 
the capital markets for many years will persist in 1960 and will in 
some cases be accentuated raises fundamental questions of public 
policy. Already many have criticized the present level of interest 
rates as being too high; concern has also been voiced about the 
effect of credit restraint upon certain groups of borrowers who find 
funds less readily available than heretofore. Such criticism is certain 
to mount. The crucial question is whether policy decisions will yield 
to such special pressures or whether the issue will be recognized as 
having a vital bearing upon the growth capacity of the economy at 
home and upon the economic leadership of the United States in 
world affairs. 

It should be clear by now that capital requirements are certain 
to continue in a rising trend over the years ahead. Indeed, expansion 
of business investment, in particular, is essential if the sharp increase 
in population of working age in the decade now opening is to be 
productively employed and the long-term advance in productivity is 
to be maintained. Furthermore, the demand for capital is not limited 
to our domestic needs; in addition to the growing requirements here 
at home, we are called upon, for a number of reasons, to take an 
active part in making direct and indirect investments abroad. 

At the same time, however, there are formidable hindrances to 
the generation of sufficient savings to meet these huge demands. As 
a nation, we have stressed and continue to stress the desirability of 
expanding consumption; the goal of a rapidly rising standard of 
living for everyone has become closely identified with the American 
way of life. Compounding the problem is the high and rising level of 
government outlays not only for defense but also in the civilian cate- 
gory, where expenses have been climbing even faster. The corollary 
is a continuing high tax burden and a steeply progressive tax struc- 
ture. All this makes it virtually impossible to step up the rate of 
savings in order to finance the growth in investment. 

There are those who would gloss over this problem by encouraging 
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the greater substitution of bank credit for genuine savings. At first 
blush, this appears as an easy alternative to the harsh requirement 
that we deny ourselves some of the enjoyments of today in order to 
invest in a more productive tomorrow. Proponents of this tempting 
proposal support it by arguing that (1) it would help reduce in- 
terest rates—which is probably correct, although only temporarily— 
and (2) it would promote economic growth, which seems to be re- 
futed by the record. 

The premise that low interest rates and accelerated expansion of 
the money supply are essential or conducive to a rapid rate of 
economic growth requires critical examination. The experience of 
recent years certainly casts considerable doubt upon this thesis. 

Comparing the economic growth of the United States with that 
of other important members of the world economy reveals that real 
growth in recent years has been most pronounced in West Germany, 
Italy, and France, where government bond yields, remarkably 
enough, have almost consistently averaged considerably higher than 
in such laggard growth countries as the United Kingdom, Sweden, 
and the United States. Thus it is evident that relatively high bond 
yields have not inhibited growth in the former countries and rela- 
tively low yields have not assured speedy growth in the latter. 
Rather, it would seem that in the high-growth countries the absence 
of easy credit, coupled with measures to curb inflation, has stimu- 
lated saving and thus has made more funds available for investment 
in productive facilities. The comparative records of these dynamic 
and laggard economies in recent years suggests that relatively high 
interest rates are necessary to achieve the allocation of resources 
that is required for rapid economic growth. 

This, it would seem, is the crux of the matter: How we are to 
allocate the limited amounts of investment funds so as to maximize 
our capacity for economic growth. Solid and sustainable growth in 
output and economic well-being come primarily from investment in 
productive facilities, which make possible a rising trend of labor 
productivity. This has been the source of our rising standard of 
living over the decades. In the years since World War II, however, 
the bulk of new funds in the capital markets (close to 55 per cent) 
has been channeled into mortgages, and a much lesser share (about 
30 per cent) into corporate securities, which are essentially for the 
financing of a growing plant and equipment. It thus seems pertinent 
to ask whether a disproportionately large share of available invest- 
ment capital is moving into residential and other private building 
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and into types of public projects which do not contribute to rapid 
economic growth and whether too little is being directed into chan- 
nels which lead to greater expansion of our truly productive 
resources. 

Assuredly, public policy must make a choice. We can, if we wish, 
continue to facilitate a high level of investment in housing and other 
projects which add to our material comforts but do not enhance our 
capacity for growth; we can continue to rely upon bank credit in 
an attempt to relieve ourselves of the need for increasing our sav- 
ings, thereby adding to the inflationary pressures already abundant 
in our economy. If we choose this course, however, we should not 
be surprised to find the rate of economic expansion in the United 
States continuing to lag behind that of other countries, nor should 
we be astonished to see the United States dollar deteriorating in 
foreign markets. If, on the other hand, we are truly serious in our 
aim to reinvigorate our economy, then we must face reality and 
recognize the role of saving, investing, and interest rates in en- 
couraging solid economic growth. 








OUTLOOK FOR THE GOVERNMENT BOND MARKET 


BERYL W. SPRINKEL 
Harris Trust and Savings Bank 


THE TREND oF yields on United States government securities has a 
major impact on yields in other markets. The importance attached 
to yields on governments is due not only to the size of the govern- 
ment security market ut also to the economic and political signifi- 
cance of a large and expanding public debt. Currently, yields on 
governments are receiving close political scrutiny because (1) annual 
interest charges on the public debt are rising and are now estimated 
at more than $9 billion, or about 12 per cent of total budget ex- 
penditures, and (2) the long-lived ceiling rate of 44 per cent on new 
government securities of greater than five-year maturity is presently 
interfering with management of the debt. 


THE 1960 FEDERAL FINANCING PROBLEM 


Although tasks now facing the nation’s debt managers appear less 
formidable than those of a year ago, nonetheless they are indeed 
challenging and perplexing. In fiscal 1959 there was a $13 billion 
cash deficit which required financing. In the current fiscal year a 
balanced cash budget is projected, and it appears likely that a 
surplus is planned for fiscal 1961. The volume of net new money 
for meeting the fiscal needs of the federal government is being 
steadily reduced as the business expansion gains momentum. 

However, refunding problems continue to mount. Despite nu- 
merous protestations of intent to lengthen the average maturity of 
the federal debt, the average is now about one year shorter than it 
was seven years ago. The volume of longer-term bonds issued during 
that period was insufficient to offset the relentless shortening in- 
fluence resulting from the lapse of time. In the next twelve months, 
about $48 billion of federal debt must be refunded, exclusive of 
Treasury bills. Furthermore, unless either the money market eases 
or Congress changes its recent decision and permits sale of govern- 
ment bonds with a coupon greater than the current legal ceiling of 
4} per cent, subsequent sales of governments must have maturities 
less than five years—only slightly longer than the current average 
maturity of the federal debt. 
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The failure of Congress to raise or eliminate the ceiling rate on 
government bonds has slowed progress toward lengthening the aver- 
age maturity of the debt at a time when it is desirable from a cyclical 
point of view to reduce liquidity. Although bonds can be most easily 
sold during a recession, when interest rates are relatively low, such 
action tends to raise long-term interest rates and impedes economic 
recovery. At present the business recovery is well under way, and 
longer-term issues would be desirable, but controls on government 
bond yields make such action impossible. The existence of an effec- 
tive ceiling rate on government bonds has also resulted in increased 
pressure on the short-term sector of the money market. In fact, at 
present a twenty-year government can be sold to yield less than the 
yield on recent five-year issues and probably as low as last week’s 
approximate 4} per cent, 90-day Treasury bill rate. Short-term in- 
terest rates typically rise more percentagewise over the business 
cycle than do longer-term rates. The usual cyclical pattern has been 
reinforced during the current expansion by the concentration of all 
recent government financing in the short-term sector of the market. 


THE VALIDITY OF THE CEILING RATE 


Various members of Congress have advanced several reasons for 
refusing to eliminate price controls from new government bond 
issues. 

1. “The 44 per cent ceiling rate should be retained, for, if it were 
eliminated, all interest rates would be forced up.” 

Even if the implicit objective of preventing interest-rate increases 
were accepted as desirable, the argument is incorrect. Clearly, the 
general level of interest rates is determined by the demand for and 
supply of funds, not by congressional laws or edicts. Elimination 
of the rate ceiling would neither increase demands for funds nor 
reduce the supply of funds available. Hence the average level of 
interest rates would be unaffected. However, the existence of the 
ceiling rate has distorted the term structure of rates, and elimination 
of the ceiling would tend to reduce upward pressure on short-term 
rates and would increase the pressure on longer-term rates, as- 
suming that some long-term bonds were then sold. Since most gov- 
ernment borrowing is in the short-term range, total interest costs to 
the federal government would probably be less if the ceiling rate 
were abandoned. 

2. “The ceiling rate should be retained but rendered ‘harmless’ 
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by requiring the Federal Reserve to buy sufficient governments to 
force down the level of government bond yields.” 

Such action would make possible the sale of bonds, even though 
the 44 per cent ceiling rate was retained. However, this could be 
achieved only by sharply increasing the supply of money. Through- 
out recorded history, increases in the money supply in excess of 
production increases has brought inflation. Congress cannot legislate 
this economic law out of existence, even though it was challenged 
during the earlier “peg” period. This proposal can be defended only 
if one is willing to defend rapid inflation as a desirable way of life. 
Public reaction in the past year indicates that the American public 
does not want inflation. Some have suggested that Federal Reserve 
purchases of long-term bonds be offset by sale of shorter-term se- 
curities. Although increases in the money supply and inflation could 
be avoided by this technique, the term structure of interest rates 
would become even more distorted than is presently the case. 

3. “The ceiling rate of 44 per cent should be retained because 
present high interest rates are temporary. Therefore, if the Treasury 
were permitted to sell long-term bonds now, high interest charges 
would needlessly burden taxpayers.” 

This argument may be correct but is probably wrong. High in- 
terest rates are in a very real sense evidence of prosperity, with its 
growing demands for activities to be financed with the limited supply 
of savings available. Long-term prospects for prosperity in this 
country are highly favorable. Depressed interest rates in the 1930’s 
were due to the great depression and the resulting very low demand 
for money. Depressed rates in the 1940’s were due to an easy-money 
policy resulting from the willingness of the Federal Reserve to 
inject whatever amount of new money was necessary to prevent in- 
terest rates from rising. As might have been expected, our economy 
suffered a great inflation from the drastic increase in the money 
supply. Only since the early 1950’s have free money-market forces 
and prosperous economic conditions prevailed. Interest rates have 
trended upward during that time. It seems entirely possible that 
this same basic trend will continue in the future. Therefore, long- 
term financing delayed until the recovery phase of the next business 
cycle may result in even higher interest charges. 

4. “The ceiling rate on government securities should be retained, 
for to raise it would merely increase the profitability of banking at 
the expense of the borrowing consumer and businessman.” 

Although this argument is frequently advanced, it is also incor- 
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rect. As indicated above, short-term interest rates have been in- 
creased because of concentration of Treasury issues in the short- 1 
maturity range. Bank loans and investments are predominantly in 
the less-than-five-year maturity range. On December 15, 1959, 76.4 
per cent of government securities held by weekly reporting member 
banks were of less than five years’ maturity. Very few business loans 
are as long as five-year maturity. Ironically, the unwillingness of | 
Congress to permit the sale of bonds has had the effect that some | 
hoped to avoid by retaining the rate ceiling. Short-term borrowing 
costs paid by consumers and smail as well as large businesses have 
been raised by retention of the ceiling rate. Although banking profits | 
have been enhanced, the nation has lost. The banking industry | 
strongly supports the elimination of the ceiling rate, even though | 
such action would tend to reduce short-term interest rates. 

There appears to be no defensible reason for continuing the pres- 
ent financial straitjacket. 


PROSPECTS FOR GOVERNMENT BOND YIELDS 


With a lesser amount of new financing in the next year, it might 
appear reasonable to predict a decline in the yield on United States 
government securities. However, it must be remembered that the 
government market is not an entity unto itself but that the govern- 
ment must compete with other users of funds. Although it might be 
useful to project total sources and uses of funds for the next year 
and base conclusions as to prospects for rates on that analysis, time 
limitations suggest that a short cut be attempted. In the last forty 
years the timing of interest-rate peaks and troughs and business- 
cycle turning points has been similar. The historical relation suggests 
that predicting the trend in interest rates on government securities 
is tantamount to predicting the trend of aggregate business activity. 
Since 1920, the average spread in months between the timing of the 
business-cycle peak and the cyclical interest-rate peak on govern- 
ment bonds has been two and a half months, with a range from an 
interest-rate lag of seven months in 1920 to an interest-rate lead of 
three months in both 1929 and 1948. Since the 1951 monetary ac- 
cord, the monthly spread has been only two months, with a range 
from a two-month lead to a two-month lag. Although the timing 
relation at business-cycle and interest-rate troughs is less consistent 
over the forty-year period, it has been almost perfectly coincident 
since 1951. 

The cyclical timing relationship exists because both demand and 
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supply factors work to raise interest rates during the boom phase of 
the business cycle and tend to reduce rates during recessions. Supply 
shifts in the money market have been particularly important since 
the adoption of a countercyclical monetary policy, and interest rates 
have been much more sensitive to cyclical changes. Since yields on 
government securities tend to be coincident indicators with respect 
to the business cycle, any discussion of the future direction of yields 
would be barren without at least a brief discussion of future business 
trends. 

Analysis of sensitive business barometers, the length of the cur- 
rent boom in comparison with the last twenty-five business recov- 
eries, and prospective spending, all suggest that a recession is not 
likely until late 1960 at the earliest and possibly as late as the first 
half of 1961. The recent steel stoppage had the probable effect of 
lengthening the boom because of inventory liquidation and plant 
and equipment deferrals which occurred during the strike period. If 
the steel strike is resumed, there will be no sizable steel inventory 
cushion, so the economy could be seriously affected in a relatively 
short period of time. Assuming no strike, the major spending stimu- 
lants likely to spur the economy to new highs well in excess of the 
$3 trillion rate of production are (1) inventory spending, (2) plant 
and equipment spending, and (3) consumer outlays. Outlays on 
housing will sag, and farm income is slated for another decline. 

Faced with a rising business trend and a tendency for prices to 
resume their upward creep as the economy nears full employment 
of resources, Federal Reserve policy is likely to remain restrictive 
and possibly become even tighter. Although continued restraint ap- 
pears to be the most probable Federal Reserve action, we should 
keep in mind the possibility that Federal Reserve officials may heed 
some recent research and critical analyses which have concluded 
that monetary policy works with a considerable lag and that it is 
inappropriate to continue a policy of restraint until it becomes cer- 
tain that the economy is in a cyclical downturn. If Federal Reserve 
policy were to anticipate the next recession, it is not clear what the 
interest-rate pattern would be with respect to the next business-cycle 
peak. The practical difficulty of correctly anticipating a cyclical peak 
suggests that the Federal Reserve will be reluctant to adopt such an 
approach. In any event, there is little reason for expecting an easing 
in monetary policy in the near future. 

If these projections are approximately correct, there is at least one 
important implication for the government market; i.e., both banks 
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and corporations are likely to liquidate government securities from 
their investment portfolios in the coming year. Banks tend to add 
governments when loan demand is declining, reserves are growing 
relatively rapidly, and bond prices are high. For example, from 
June, 1957, to June, 1958, bank holdings of governments increased 
nearly $6 billion and reached a high in January of this year at $68.2 
billion. Through the third quarter of this year a net bank liquida- 
tion of over $7 billion of governments occurred as loan demand 
expanded, bank reserve growth slowed, and bond prices declined. 
In the coming year it appears probable that banks will continue to 
liquidate governments as loan pressures mount and the Federal 
Reserve continues its policy of restraint. 

As yields liberalized during the past year and a half, corporations 
absorbed about $10 billion of governments, starting from a base of 
only $14 billion. Not only was the higher yield attractive, but in- 
ternal generation of funds was unusually high, as corporate profits 
snapped back from the recession low. Furthermore, until recently 
the need for funds to expand plant and equipment outlays or even 
inventories was modest. Although corporate profits may edge up- 
ward, on average, in the coming year, it is likely that corporations 
will need more funds for financing rising inventories and plant and 
equipment outlays. Hence corporations will probably liquidate gov- 
ernment securities in the coming year. In the previous business 
expansion, corporations liquidated nearly $4.5 billion of govern- 
ments from December, 1955, to December, 1956, and holdings were 
reduced another $2 billion in the following year. Therefore, it ap- 
pears that rates on governments may have to rise to attract new 
private holders such as individuals and pension funds. 

Since it is likely the business trend will continue upward for most 
of 1960 at a minimum and that Federal Reserve policy will remain 
restrictive, further increases in yields on both short- and long-term 
government securities are probable. Some temporary easing of short- 
term yields might be achieved if Congress were to eliminate the 4} 
per cent legal ceiling on long-term governments. A general weak- 
ening in the interest-rate structure of governments, as well as 
other securities, is unlikely until the next cyclical downturn occurs. 
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BUSINESS PROCEEDINGS, AMERICAN 
FINANCE ASSOCIATION 


MINUTES OF THE ANNUAL MEMBERSHIP MEETING 
DECEMBER 29, 1959 


The meeting was held in the Sheraton-Park Hotel, Washington, 
D.C., and was called to order at 4:40 p.m. by President James J. 
O’Leary. The minutes of the previous meeting were accepted as 
printed in the Journal of Finance, May, 1959. 

The Secretary-Treasurer submitted his report, noting that in- 
come had increased from $13,573.60 in 1958 to $14,623.56 in 1959. 
Costs also increased, from $12,586.86 in 1958 to $14,208.46 in 1959. 
A large part of the increased costs was incurred in the printing of 
the Membership Directory, which was issued in the fall of 1959. 
The Secretary-Treasurer suggested that about $250.00 be reserved 
out of the income in each year for publication of another directory 
three years hence. He also noted that the membership of the As- 
sociation increased by 120; all members were urged to act as 
individual sponsors to obtain new members. The report was unani- 
mously approved. 

The Editor of the Journal of Finance distributed the joint report 
of the Editor and Associate Editor. He stated that the number of 
manuscripts submitted had increased by one-third over the last 
three years but that the distribution of manuscripts among the 
divisions was unchanged. Manuscripts accepted as a proportion of 
those evaluated rose from 19.2 per cent in 1958 to 22.6 per cent 
in 1959. The Editors’ report was approved as submitted. 

Professor Erich Otto presented the Advertising Manager’s report. 
He indicated that advertising receipts were maintained and that 
an improvement was expected in 1960. 

Professor Harold W. Stevenson, the newly appointed Chairman 
of Student Affiliates, was presented to the membership. Stevenson 
reported briefly on the student affiliate activities. 

The Chairman for Institutional Memberships, Dr. Ernst Dauer, 
indicated that he would conduct a renewed drive for institutional 
members during the coming year. 

Professor Francis Calkins reported that there had been a very 
successful Midwest Area American Finance Association meeting 
in April, 1959, which was held jointly with the American Economic 
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Association, and that another meeting had been approved for May, 7 
1960. 
The Secretary-Treasurer reported that the 1960 annual meeting | 
will be held in St. Louis during December 28-30. Headquarters will § 
be at the Chase Park Hotel, and Mr. Homer Jones, of the Federal 
Reserve Bank of St. Louis, will be the local arrangements chairman, — 
Resolutions were introduced from the floor to thank the general 
chairman and the local arrangements committee for their efficient 
operation of the Washington meeting. The Secretary-Treasurer was © 
asked to write appropriate letters. 
The Secretary-Treasurer announced the results of the election” 
for new officers and directors: President, Paul M. Van Arsdell; 7 
Vice-President, Arthur M. Weimer. Directors: Public Finance, 
Robert P. Mayo; Real Estate Finance, Grover W. Ensley; Insur- 
ance, George T. Conklin; Consumer Finance, Robert P. Shay. 
President O’Leary expressed gratitude to Professor B. H. Beck- § 
hart for conducting the Money Market Outlook session and to the 
four directors for their part in organizing the other sessions of the 7 
annual meeting. He then introduced the new president. 
President Van Arsdell took the chair and thanked O’Leary for 
his splendid and effective service during the past year. A motion was | 
introduced from the floor that the Secretary-Treasurer write ap- ™ 
propriate letters of appreciation to the retiring directors. In addi- 
tion, the outgoing president was asked to write letters of thanks 
to the University of Chicago, the Brookings Institution, and New 
York University for the services of Editors Segall and Gurley and 
Secretary-Treasurer Hassett. 


Respectfully submitted, 


GeorcE E. HAsseEtrT, Jr. 
Secretary-Treasurer 
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